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PREFACE 


Why are we adding yet another book to the long procession of intro- 
ductory economics texts 7 Readers never ask that question of course 
because they know that textbooks are written in pursuit of wealth and 
fame But authors go on answering it nonetheless 

This book grew out of a much smaller one semester introductory 
economics text written several years earlier by Heyne with substantial 
encouragement and assistance from Johnson and published by Science 
Research Associates m 1 Q 73 as The Economic Way of Thinking (A second 
edition of The Economic Way of Thinking will appear m Fall 1976 ) The 
success which that book enjoyed encouraged the publisher to wonder 
whether the same approach might not be extended to the more common 
two semester course Toward Economic Understanding is our attempt to 
produce a two semester text employing the pedagogical principles that 
informed the earlier book 

Our convictions about the best way to introduce students to economics 
can be briefly summarized 

1 It is economic theory that makes economics an illuminating useful 
and fascinating subject 

2 A small amount of economic theory goes a long way and a lot of 
economic theory often goes nowhere 

3 Theory must be taught in the context of applications if it is to be 
learned and retained 
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it excludes as by what it incorporates Unless it is our aim to impress 
students With the esotenc quality of economists' knowledge, we should 
teach no theory in (he introductory course that cannot immediately be put to 
work in some meaningful and hopefully vivid nay Otherwise we drown 
the beginning student, he is made to thrash about so desperately in such 
deep water that he doesn't learn to swim a single stroke Our aim should 
be to get him swimming and instill in him the confidence that through 
practice he can learn to swim better 

And so we have omitted a good deal that can be found in most of the 
fat textbooks through which college students are usually introduced to 
economics in order to provide more applications of basic concepts and 
more dialogue about the social problems to which economic theory is 
applied We don't present the fundamentals of accounting or the history 
of the labor movement, and we don't explain social security benefits, rates 
of population growth or the differences between common and preferred 
stock We think those are all useful things to know, but we don't want 
them man introductory economics text where too many dates, definitions 
and data can easily get in the way of understanding And it's undet standing 
that we're after, as the title of the book suggests 

We have, however, given more attention to political and ethical ques- 
tions than most textbooks do Homo oemomicus is a fiction in which no 
good economist has ever believed Economic decisions are made by real 
people who do not live by bread alone and whose economic activities 
occur in social and political contexts Economics becomes a more difficult 
subject when we admit that, but it also becomes more challenging and 
meaningful 

Reviewers of this book who agreed wholeheartedly with our philosophy 
did not always agree with us about particular omissions and inclusions 
Sometimes we took their advice and sometimes we did not, judgments on 
relevance and relative importance inevitably vary Many of our most 
difficult decisions were made easier by the knowledge that this book wifi 
usually be found in the company of teachers who can amend our mistaken 
judgments, correct our limited vision, and assure students that nothing is 
certain merely because its in print 

Our task was also made easier by the decision to produce a complemen- 
tary volume entitled A Students Guide to Economic Understanding This is not 
simply a dull review of the text or a collection of exercises to make stu- 
dents read carefully The Students Guide was written to further under- 
standing and Heyne (author of tbs paragraph) believes that Johnson 
(author of the Guide) has produced something unique among study guides 
which teachers should also find helpful in tailoring the course more to 
their own preferences 



One of our most heartening experiences in the preparation of this book 
was discovering how many teachers of economics around the country 
were willing to help and how much we could leam from them. They have 
proved to us that a community of scholars still lives in this era of disciplinary 
professionalism, and we are deeply grateful for their unselfish assistance 
They in elude W H Hutf (University of Dallas), Ronald A Kneger(Goucher 
College), Donald A Wells (University of Arizona), Robert C Bingham (Kent 
State University) Thomas W Bonsor (Eastern Washington State College), 
DeiUUS R Starieaf (Iowa State University), John B Egger (University of 
Dallas), Kenneth D Goldin (California State University, Fullerton), Alan 
Randall (University of Kentucky), Edward B Bell (The Cleveland State 
University), Thomas D Duchesneau (University of Maine) Lawrence P. 
Nordell (University of New Hampshire), Dennis Segebarth (Triton Col- 
lege) Glenn Marston (Utah 5tate University), Thomas P Jorgens (Univer- 
sity of Minnesota), and Martin POettingef (University ofCa!ifomia,Davis) 

We also want to acknowledge once more the pioneering work of Armen 
A. Aldnan and William R Allen, whose Lhuvrrsity Economics first gave 
substance to the claim that economic theory could be made meaningful 
in an introductory course 

The special skills and the cheerful spirits of M arpne Edens, George 
Oudyn, and Bruce Caldwell made our labors far lighter at every step of 
the way. Paul Heyne's work on the book was also facilitated by the 
research assistance of Margot Heyne and by a leave of absence which 
the Southern Methodist University School of Humanities and Sciences 
granted during the 1974-75 academic year 

It goes without saying but is always said anyway that we alone bear the 
responsibility for whatever errors and shortcomings the book contains 
You should know, however, that it was Robert Bovenschulte's idea irt 
the first place 


PALI HEYN’E 
THOMAS JOHNSON 
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The Theory of Economics do°s not furnish a 
body of settled conclusions immediately appli- 
cable lo policy It is a method rather than a 
doctnne an apparatus of the mind a technique 
of thinking which helps its possessor to dravv 
correct conclusions 

JOHN AMI MRS KIMS 




THE ECONOMIC WAY OF THINKING 


Ncn-economisli tend to be too academic They abstract too much from 
the real world ' 

That isn't the way you usually hear it Businessmen and college students 
who have sampled the writings or the courses of professional economists 
have all too often gone away with the suspicion that what they learned was 
"purely theoretical ' Interesting intellectual exercise, perhaps, but not 
very helpful to anyone who wants to understand how an economy actually 
works If you have heard comments to that effect, and are more than half- 
convinced of their truth, there is little chance we will persuade you other- 
wise in a short introductory chapter The authors have found economics 
exciting and important for anyone who wants to understand the problems 
and possibilities of our society, but your own experience with this course 
will have to provide the test of that judgment 

It might be helpful though, if you reflected for a moment on the 
quotation with which we began People who sneer at "fancy theories" 
and prefer to rely on common sense and everyday experience are often 
in fact fhe victims o't extremely vague and sweeping hypotheses This 
morning's newspaper contains a letter from a young person m Penn- 
sylvania who was once "one of a group of teenage pot smokers Then a 
girl m the crowd got pregnant Her baby was premature and deformed 
and needed two operations " The newspaper's adviser to the teenage 
lovelorn printed that letter approvingly as evidence that the price of 
smoking marijuana is high 

Perhaps it is But suppose the writer of that letter had written "Then 
the Pittsburgh Steelers won the Super Bowl and the Philadelphia Flyers 
took the Stanley Cup ' Everyone would object that those events had 
nothing to do with the group's pot smoking But how do we know that 7 
If the mere fact that the young girl's misfortunes followed her pot smoking 
is evidence of a causal relationship, why can't we also infer a causa! rela- 
tionship m the case of the Steelers and the Flyers? 
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Economic theory we said, is simply an extension of that assumption But 
"simply ' is a treacherous word Did you ever have a math instructor who 
began "To solve this kind of problem, we simply '-when it wasn't 
simple to you at all? The economic way of thinking is somewhat like that 
The basic assumption resembles a magician's lop hat It seems to be empty 
but m practiced hands it produces a fascinating array of surprises And 
once you've seen for yourself how it's done, you can go back home and 
astonish all pur friends 

The simile of the magician s top hat is apt w another way Economics 
has a reputation for being mysterious and incomprehensible And because 
the subject utterly baffles so many who study it economics has also 
acquired a reputation for being difficult dull, and irrelevant This book 
developed out of a growing suspicion that students have found economic 
theory to be mystifying and tedious largely because we economists have 
tried to teach them too much We have dazzled them with complex 
theorems and exercises in pure logic instead of helping them to see how 
much their world is illuminated by economic theory 

This text is organized around a set of concepts that collectively make up 
the economist's basic kit of intellectual tools The tools are all related to 
the fundamental assumption that we stated above and are surprisingly few 
in number But they are extraordinarily versatile They unlock such mys 
tenes as exchange rates, monopoly, money and speculation, all of which 
are generally conceded to be in the economist s province But they also 
shed light on a wide range of issues that are not ordinarily thought of as 
economic at all traffic congestion, environmental pollution, the workings 
of government, the behavior of the National Collegiate Athletic Associ- 
ation, and a host of others that you will encounter in these pages 

A number of jokes have been floating around for a long time about the 
inability of economists to agree The one most often quoted says that if all 
the economists in the world were laid end to end, they would reach 
no conclusion The jokes have been revived in recent years as policy- 
makers struggled with the simultaneous problems of rising unemploy 
ment and rising prices, and economists could not agree on a solution But 
a more careful look at the opinions of economists reveals a range of dis 
agreements that is actually quite small when compared with the vast area 
of consensus There are two principal explanations for the erroneous belief 
that economists rarely agree 

One, of course, is the fact that disagreement by its very nature receives 
more publicity People don't spend much time discussing points on which 
they agree it's both more challenging and more fruitful to move on into 
disputed questions and into areas where advancing knowledge has not yet 
produced consensus Because the economics profession in the United 
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Because the task of securing stable prices with high employment is so 
much m the forefront of public attention, because it is a task that we have 
by law assigned to the federal government, which draws heavily on econ 
omists for counsel, because the performance of this task entails the mastery 
of such a complex set of issues and because the results will affect the deci 
sions all of us make, well over one third of this book will be devoted to 
the analysis of aggregate fluctuations 

But that should not be allowed to create the impression that economists 
typically disagree about the matters within their range of competence The 
degree of consensus among economists is the invisible part of the iceberg 
and disagreement is the visible but far less weighty tip When it comes to 
the understanding of economic systems and the recommendation of eco- 
nomic policies, the important divisions of opinion in our society are less 
likely to be among economists than between those who have learned to 
use the economic way of thinking and those who have not 

The primary goal of this book is to start you thinking the way econo- 
mists think, in the belief that once you start you will never stop For 
economic thinking is addictive Once you get inside some principle of 
economic reasoning and make it your own, opportunities to employ it pop 
up everywhere You begin to nottcc that sense and nonsense are all mixed 
up together in much of what is said or written about economic and social 
issues You get in the habit of sorting the sense from the nonsense by 
applying the basic concepts of economic analysis You may even unfor- 
tunately, acquire the reputation of being a cynic, for people who habitu- 
ally talk nonsense like to cry ' cynic ' at anyone who points out what they 
are doing 

But long introductions are tedious The best way to find out about 
economics is to do some for yourself Just one word of caution before 
you begin 

The economic way of t'/unking provides a vahttbkfaikmiat perepecfrw 
on human behavior and social relationships A person who knows no eco 
nomics will probably fail to understand many of the most interesting 
important, and sharplv contested social issues of our time But a knowl- 
edge of economic theory is not an adequate substitute for a sense of 
history, a capacity for empathy and that basic humility which is the hall- 
mark of all good science Alfred North Whitehead has said it most elo 
quently 

The duty of tolerance is our finite homage to the abundance of 
inexhaustible novelty which is awaiting the future and to the com 
plexity of accomplished fact which exceeds our stretch of insight 1 

1 AAmhm of Mens The Free Press 1933 1961 p 52 





SUBSTITUTES EVERYWHERE 
The concept of demand 


You must have read or heard statements like these many times m 
your life 

1 Fire safety requires that there be two exits from each apartment 
' unit 

2 We need a new car 

3 Our stale will need large amounts of additional water in the 
coming decade 

4 Traffic surveys have established the need for a new expressway 

5 Every citizen should be able to obtain the medical care he needs 
regardless of his ability to pay 

6 There is no substitute for victory 

Fire safety, water, the smooth and rapid movement of traffic, medical 
care, victory, and even automobiles are all "goods "We say "even" auto 
mobiles because some doubts have begun to be expressed about the good- 
ness of automobiles in our congested cities But you can ask the man who 
owns one, and a lot of young people who don't They will assure you that 
a new car is very much a good Then what s wrong with those statements 7 
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FROM "NEEDS" TO DEMAND 

The dement common to all six is the notion of necessity And that 1 $ 
what makes each statement seriously misleading 

Take the first one Will apartment dwellers who live in units with only 
one exit all be injured or killed by fires? Of course not It's just that the 
risk is greater with one exit than with two But then why not three exits? 
Or four? Why not go the whole route and make the outside walls nothing 
but doors? The answer is that, while fire safety is a good, it isn't the only 
good apartment dwellers are interested m Low rental costs and low heating 
and cooling costs are also goods, to say nothing of safety from burglars 
who notice that multiple exits are also multiple entrances Moreover, there 
are Other and perhaps better ways to increase hre safety Extinguishers, 
alarm sprinklers and large ashtrays also reduce the risk to apartment 
dwellers of injury or death from fire If more than one exit is required, 
why not also require a lire extinguisher on every wall? 

That sensible-sounding sta tementabout apartment exits overlooks three 
interrelated facts (1) Most goods are not free but can only be obtained by 
sacrificing something else that is also a good (2) There are substitutes for 
anything (3) Intelligent choice among substitutes requires a balancing of 
additional costs against additional benefits 

Costs and Substitutes 

Now go back and look at the other five statements ' We need a new 
car ' Who "needs ' a new car 7 Obviously not everyone, but only those 
who value a new car more than what they must sacrifice to obtain one 
That might be a vacation trip this year new clothes a lot of movies, and a 
stereo set Is it worth »t? There are plenty of substitutes for a new car, after 
all an overhaul of the present one, a used car, a bicycle, a car pool public 
transportation, moving closer to work, or staying home more The intelli- 
gent consumer tries to decide upon his preferences among all these van 
ous costs and benefits Of course, once he has made up his mind he might 
want to say "We nteda new car" m the hope that the definitive tone of his 
statement will dissuade his wife from making her own companson of 
the costs and benefits of a new one 

Consider statement 3 ' Our state will need large amounts of additional 
water in the coming decade " Does any state really need large amounts of 
additional water 7 Dams and reservoirs, pipelines and desalmization 
plants are ways of obtaining more water But they have costs Do the 
benefits justify the costs 7 If you think there are no substitutes for water, 
then you are thinking too academically You have abstracted unreahsti 
ally from, the real world Probably you are assuming that water is only 
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used for drinking, whereas in fact the overwhelming bulk of the water 
consumed m the United States goes for other uses Since we shall use the 
case of water a bit later as an extended working exercise, we can pass this 
problem by for now You might want to begin thinking, though, about 
the substitutes for water in such places of chronic scarcity as Arizona and 
Southern California 

You will be able to make much more sense out of the water problem 
and the expressway issue we take up next if you keep in mind that entities 
like states or cities never really want anything Wants and goals are always 
attached ultimately to individuals When someone says 'The people want 
" what does he mean? That all the people want it 7 A majority? Those 
who count 7 It is usually a good rule in analyzing statements like those 
above to ask W ho wants more water, or more expressways, or more fire 
safety 7 

Things are seldom what they seem 
Skim milk masquerades as cream 

The fourth of our misleading propositions-'Traffic surveys have estab- 
lished the need for a new expressway'-leads into one of the vexing issues 
in city planning Perhaps it would never have become such a troublesome 
issue had we realized that expressways have costs as well as benefits, that 
there are excellent substitutes for more expressways, and that intelligent 
city planning calls for the weighing of additional benefits against additional 
costs Those who hope to denve most of the benefits from a new express 
way while paying only a small percentage of the costs will not want others 
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to notice the full costs of the expressway or how many substitutes there 
really are That is why they pretend that a traffic survey can establish 
"needs " But a traffic survey only shows how many cars travel given routes 
at existing rusts to the drivers , including such nonmonetary costs as delay, 
danger, and ulcers Suppose that the cost of downtown parking increased 
500% What do you think would happen to rush-hour traffic 7 Commuters 
would form car pools and begin using public transportation If the cost to 
drivers of commuting were raised high enough, through parking charges, 
toll fees, or some other device, the need for a new expressway could turn 
overnight into a "need' for a rapid transit system It's a strange kind of 
need that can vanish so quickly in the face of a price change 

The fifth statement sounds humanitarian and liberal "Every citizen 
should be able to obtain the medical care he needs regardless of his ability 
to pay " But how much medical care does any person need? We might all 
agree that a man with an inflamed appendix and no money should have 
his appendectomy completely at the taxpayers' expense if he is unable to 
meet any of the cost himself But what of the man with a splinter in his 
finger? The sennces of physicians are not free goods, and they would not 
become free goods even if every physician treated his patients without 
charging a fee There just would not be enough physicians to go around 
if everyone consulted a doctor for every minor ill The lower the pnce of 
visiting a physician, the smaller the sacrifice one must make to obtain his 
services, and the more wifi people substitute a trip to the doctor for such 
other remedies as going to bed, taking it easy, or waiting and hoping One 
could rather confidently predict that lower monetary fees would result in 
higher fees of other sorts, like waiting m lme for many hours 

What about the sixth statement 'There is no substitute for victory? 
It just isn't so That may be a good battle cry, but it's unrealistic pohti 
cal analysis Victory is usually obtained by making sacrifices If the sacn 
fices reach a certain intensity, people choose compromise or even defeat, 
although they are then inclined to say that they have 'no choice" Once 
again we notice that the intelligent formula tion of policy including foreign 
policy, flows from a careful balancing of additional expected costs and 
additional expected benefits 

The word expected should be stressed We live in a world of uncertainty, 
forced to make choices that will affect our future without knowing for sure 
just how they will do so A common mistake in reasoning about economic 
problems is to assume that there is no uncertainty or that economic deci- 
sion makers are omniscient At last report, omniscience was still a virtue 
denied to mortal man Condemned as we are to living with uncertainty, 
we can at least keep from making matters worse by pretending otherwise 
Be alert for statements, in this book and elsewhere, that assume completely 
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adequate information is always available You might evennoticethat infor 
nation too 15 a good which has costs of acquisition and for which there 
are substitutes available 


HARD CHOICES 

A New Yarf Times article on the consumer protection movement 
in November 1972 prompted tins indignant response m a letter 
to the financial Editor 
l 

l Roger Klein s smug brush off oF consumerism is 
nauseating 

For instance he comments The consumer advocate 
begins with the premise that ttvre are too many acc dents 
too much fraud and not enough nformation But ho \ 
does one decide on the nght number of accidents the 
nght amount of fraud and the correct amount of 
information 7 

The answer is a very simple one-anj avoidable acc dent 
any knowing fraud is too much Any child burned and 
manned because of flammable clothing any infant born 
malformed because of thalidomide or another inadequately 
tested drug is too many 

But that very simple answer just wont do it isnt even 
accepted by the writer of the letter For fwm accident is probably 
avoidable We could always further reduce the number of auto 
mobile iceidents for example by lowering speed limits but long 
before we had managed to reduce avoidable accidents to zero ive 
would have made the automobile a slower mode of trave' than 
walking The fact is that each of us wants safety but that we stop 
wanting additional safety when the cost of obtain ngit becomes 
too high Of course the social problem is compli ated by the fact 
that we can often keep our own costs down b> endangering others 
Pedestrians will tend to want lower speed limit' than will motor 
isIs And since most of us are sometimes one sometimes the otter 
out views on automob Se c peed limits aten t always consistent 
Inthc case of drags the cost of additional safety through further 
testing 1$ the lives lost because a particular drag is not yet avail 
able We cannot avoid bird choices 
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The Concept of Demand 

"Needs" turn out to be mere wants when we inspect them closely That's 
an important difference, for in the case of wants we may ask "How urgently 
are they wanted?" Economists get at this question through the concept of 
demand Demand is a concept that relates amounts that are purchased to the 
sacrifices that must be made to obtain these amounts 
Ask yourself the following questions How many phonograph records 
do you want to own? How many times do you want to go out to dinner in 
a year? What grade do you want from, this course? 

If you can answer any of those questions, it is because you have assumed 
some cost in each case Suppose you said you want an A from this course 
and plan to get one What difference would it make if the price of an A 
went up? The teacher isn't taking bribes, the price of an A b you (that's 
what counts) is the sacrifice you must make to obtain it Would you still 
want an A if it required twenty hours of study a week, while a B could be 
had for just one hour a week? Yqu might still want it, but you would prob- 
ably not be willing to buy it at such a high price when a fairly good sub- 
stitute, a B, is so much cheaper And that is what counts Human wants 
seem to be insatiable But when a want can only be satisfied at some cost- 
that is to say, by giving up the satisfaction of some other wants to obtain 
it-we all moderate our desires and accept less than we would like to have 
The phenomenon of which we're speaking is so pervasive and so funda- 
mental that some economists have been willing to assign it the status of a 
law the law of demand This law asserts that there is a negative relation 
between the amount of anything that people will purchase and the price 
(sacrifice) they must pay to obtain it At higher prices, less will be pur- 
chased, at lower prices, more will be purchased 
Would you agree that this generalization can be called a law? Or can 
you think of exceptions? Genuine exceptions are rare at best Why would 
anyone be indifferent to the sacrifices he must make 7 Or prefer more sacri- 
fice to less? That's what a person would be doing if he took more of some- 
thing as the cost of obtaining it increased 
Alleged exceptions to the law of demand are usually based on a mis- 
interpretation of the evidence. A masochist, for example, would not pro- 
vide an exception, because pain is for him a good and not a sacrifice But 
what of the familiar case where the price of something rises and people 
increase their purchases in anticipation of further price rises 7 If you think 
about it carefully you will see that this is not an exception to the law of 
demand The expectation of higher prices in the future, created by the 
initial price rise, has increased people' s current demand for the item It is 
not the higher price but the changed expectations that have caused people 
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to buy more We would observe something quite different if the initial 
price increase did nol create those changed expectations Another possi- 
bility is that changes in the price of substitutes or in available income have 
not been considered When the pnce of beans goes up but the price of 
hamburger goes up even farther, people may buy more beans because they 
are now relatively cheaper 

It has sometimes been argued that certain prestige goods are exceptions 
to the law of demand For example, people supposedly buy mink coats 
because their price is high, not low No doubt there are people who buy 
some items largely to impress others with how much they can afford to 
pay And people sometimes, in the absence of better information, judge 
quality by pnce so that over a limited range, at least, their willingness to 
purchase may be positively rather than negatively related to price 

Even these seeming exceptions can be explained in a way consistent 
with the law of demand People may be purchasing prestige rather than 
mere mink or judging quality by pnce because they have no better infor- 
mation But we are not interested in rare curiosities Whether or not you 
are willing to call it a law, the fact is undeniable and extremely important 
increases in the price of goods will characteristically be accompanied by 
decreases in the total amount purchased, and decreases in price will char 
actenstically be accompanied by increases in the amount purchased It is 
a serious mistake to overlook this pervasive fact 


Money Costs and Other Costs 

The price in money that must be paid for something is not a complete 
measure of its cost to the purchaser Sometimes, indeed, it is a very inade- 
quate measure, as in the case of the student who wanted an A Economists 
know this at least as well as anyone else The concept of demand definitely 
does not suggest that money is the only thing that matters to people Con 
fusion about this point has done so much to create misunderstanding that 
we might profitably take a moment to clarify the matter 

Consider the case of a man buying soft drinks Assume that he can 
purchase them in either returnable bottles or throwaway bottles, and that 
a six-pack of throwaway bottles is priced at 90c while a six pack of return- 
able bottles is priced at 80c plus an 18c deposit Which will he buy? Which 
is cheaper? 

It depends on the cost to him, of which the retailer's price is only one 
element If he doesn't mind saving and returning bottles-that is, if the 
cost to him of doing so is low— he will probably find the returnable bottles 
cheaper and will buy them On the other hand, if he lives in an apartment 
with very limited storage space, gets to the store rarely, consumes large 
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that is close to meaningless It is meaningless because someone can always 
argue that any action was done for selfish reasons the woman who risks 
her Me to save a neighbors child from a burning house does so because 
she wants the plaudits of the community, or because she craves the inner 
satisfaction of being a hero or perhaps because she decides it would be 
more painful to live in the knowledge she might have saved the child than 
to die attempting a rescue There is no way to refute such arguments But 
there is noway to prove them, either The economic way of thinking avoids 
the question It asserts through the law of demand that people will do less 
of anything when they must sacrifice a greater amount of whatever they 
value to continue doing it 

When the president asks people to turn their thermostats down to 68 
degrees in die winter to conserve heating fuel, many of them will cooperate 
Economics does not assert otherwise On the other hand. Some will ignore 
the request, a few will turn then thermostats tip out of spite, many will 
cooperate half-heartedly and only part of the time because they suspect a 
lot of others are not cooperating at all some will keep their thermostats up 
while reasoning to themselves that they are more cold-blooded than the 
average and suffer more than most people m a chilly house One weakness 
of patriotic appeals is that they impose the largest burden on the most 
patriotic, and this hardly seems fair The advantage of encouraging con- 
servation by raising the price is that it gives everyone an immediate incen- 
tive to economize 

Here is an idea for you to think about Quite a few colleges have the 
problem of empty classrooms at 8 a m and overcrowded classrooms at 10 
and 11 Why not charge a little more to the student who msists upon a 
10 o'clock section and turn the extra fee over to the student willing to 
enroll at 8? Or maybe we could offer the extra fee to the instructors to get 
better quality teaching at 6 What do you think would be the reaction of 
students to a proposal like that? How would you respond to the following 
reactions? 


CREEDS AND DEEDS 

On Washington's coldest day during Hie third week in January 
reporters gathered in the Office of Management and Budget io be 
briefed on President Ford s energy conservation plan The tem- 
perature in the room hovered near 80 degrees according to an 
item m the Wall Shed jaunnl of January 17 1975 
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"Some people just cannot get their eyes open early in the morning " 'it 
wouldn't be fair, some people like to get up early, and why should they 
have to pay less just because they have a funny metabolism?" 'Tuition is 
high enough already without tacking on an extra charge for 10 o dock sec- 
tions "It wouldn't work Money isn't everything ' 'That makes choosing 
one's classes too commercial " 


Who Needs Water? 



People are creatures of habit in what they think as well as what they do 
Perhaps this explains why so many have trouble recognizing the sigmfi 
cance of substitutes and hence such difficulty in appreciating the law of 
demand Water provides an excellent example 
Just a few years ago there was much concern o\er a senous water 
shortage in New York City Several years of less than normal rainfall had 
depleted the reservoirs from which New York obtained its water,and (here 
was great fear that the city would run short of water during the summer 
unless consumption could be sharply reduced A fewhardy souls suggested 
that the city should install more water meters and raise the price of water 
The suggestion was not taken very senously because, as everyone suppoS 
edly knows, water is a necessity "People won t go thirsty just because the 
price of water goes up a little, or even a lot, ' said the critics And so New 
York launched a massive campaign of education plus legal threat to try to 
get its atizens to be more sparing in their use of water 
Lawn sprinkling and car washing were condemned Restaurants were 
told not to give customers a glass of water with their meals unless they 
specifically asked for it The ornamental fountains of the city were turned 
off —largely as a symbolic gesture, since the water m the fountains is recir- 
culated Citizens were asked to refrain from keeping their beer cool by 
letting the shower drip on it One of the more amusing aspects of the cam- 
paign was a set of ads for a particular Scotch whiskey that urged people to 
drink their Scotch with water The word water was crossed out in the 
advertisement and soda was written above it, with an appended admom 
tion to save water by drinking soda 
The water shortage was not relieved by any of these measures but by a 
providential end to the drought "Man proposes but God disposes "Exen 
man might have disposed, however, had he proposed more intelligent!) 
The basic error lay in the assumption that walensa necessity The truth is 
that there are many substitutes for water, a fact which becomes glaringly 
obvious as soon as we break loose from the habit of assuming that people 
do nothing with water but drink it 
Here are just a few of the substitutes for water in New York City dirty 





Substitute Hmrymlm TIh Concept of Demand 


19 


automobiles, brown lawns plumbers, migration, deodorant, larger refrig 
erators (to hold the beer that would otherwise be cooled in the shower) 
plus a host of small inconveniences The trick is to persuade people to use 
these substitutes to call the plumber for example, and have that leaky 
toilet repaired rather than allow it to continue wasting fifty gallons of water 
a day To spend money on a larger refrigerator To tolerate a dirty auto- 
mobile To put an ice cube in their glass of drinking water rather than let 
the tap run for several minutes to cool the water In the case of industries 
using huge quantities of water, to sacrifice the advantages of a New York 
location in favor of locatmg near more plentiful water supplies Orto install 
recycling equipment 

But what is the best way to induce the use of substitutes? Educational 
campaigns and moral exhortation can help But how much! Most people 
are expert rationalizers when their own interest is involved, and it is all 
too easy to put off calling the plumber until the end of the month, or next 
month, or the month after that Always fully intending of course, to do 
one's civic duty and get that leak repaired 

What about criminal penalties for wasting water 7 Enforcement be- 
comes a problem here Are the police to stage surprise raids to catch 
people cooling their beer in the shower? Shall we fine a man for rinsing 
his tumbler too many times before taking a drink? What constitutes crtmi 
nal waste 7 

A quite different approach is available Is there any way to enlist almost 
everyone in a conscientious effort to seek out and use substitutes for 
water? A sizable increase in the price of water just might do the job 
Wouldn't the careless householder call the plumber more quickly if that 
leaky toilet cost more per month than the plumber would charge to fix it 7 
Wouldn't people accept dirty automobiles more readily, or at least not let 
the hose run the whole time they were washing the family car, if water 
became very expensive? There is some price for water at which it becomes 
cheaper to buy a new refrigerator than to use the shower as a cooler 
Industries that use large quantities of water will tend to locate elsewhere 
if the price of water is high in their area of first choice 

And so it goes There are substitutes for anything A higher money 
price will induce some people to find and use some of those substitutes 
And the higher the price, the more will substitutes be used 


A Useful Device 


Many of the most useful concepts m economics can be conveniently 
expressed by means of graphs 

Suppose that we somehow obtained the following data on the relation 
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between the price per gallon of water and the number of gallons that 
would be consumed (not swallowed') per day in New York City at each 
of these different prices 


Puce Charged the 

Millions of Gallons 

Consumer per Gallon 

Consumed per Day 

$0035 

60 

0028 

80 

0021 

120 

0016 

160 

0012 

200 

0009 

240 

0003 

360 

0001 

450 

0000 

510 


We have graphed these values in figure 2A The dots express graphi- 
cally the data from the demand schedule above If you are not accustomed 
to working with graphs, study figure 2 A until you understand exactly how 
it was constructed from the demand schedule 
The graph of figure 2A also adds something to the information con 
tamed tn the schedule We have connected the dots by means of straight 
lines The assumption underlying this procedure is that the price can be 
changed by very small amounts and that there will result small continuous 
changes in the daily consumption of water When dealing with the total 
demand of a large number of consumers, it will be easy to find an indi- 
vidual who makes no response to a small price increase But you can also 
find important changes, such as the man who gets his leaky toilet fixed 
Now use the demand curve in thinking through the following questions 
(By the way, it is called a demand curve even though it is composed exc)u 
sively of straight lines A straight line is simply a curve that doesn't Like a 
baseball pitcher's curve that failed to “break ") 

1 How much water do New Yorkers “need' ? How much will they 
consume per day if the price of water is zero? Is there an impor- 
tant difference between the two questions 3 * * * 7 

2 If the price of water has been set for many years at $ 0008 per gal- 
lon, how much water will the city authorities say that New Yorkers 
need per day? What are they assuming when they say this? 

3 Suppose that New York's reservoirs are being rapidly depleted 

and experts predict that the supply will become critically low 

before fall unless daily consumption is reduced to 180 million 

gallons How could the city's water managers obtain this desired 

reduction m consumption 7 
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4 Notice by how much water consumption would increase f the 
price were originally $0035 and were then decreased to $0003 
Do you think that residents of the city would increase their 
dr t h ig by this amount? How might the addit onal 300 million 
gallons per day be used? 


Tune Is on Our Side 

If you are at all the suspicious sort of person you will have wondered 
whether water consumption really would or could change m response to 
price changes by as much as the demand curve indicates Changes take 
tune And that is an important obsen ition Changes in the amount pur 

chased vwH be greater for any given price change the longer the time F, gUr e 2 A Demand for water 
period allowed for adjustment 
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THE DEMAND FOP ELECTRICITY 

Electric power in the Pacific Northwest offers a good illustration 
of the longer run relationship between prices and quantities de 
jnanded The heavy mountain snowfalls of the region led to the 
development beginning in the 1930s of numerous hydropower 
plants and a cost per kilowatt in Washington and Oregon that has 
run about one hilf the national average This encouraged exten- 
sive use of electricity in homes and also attracted to die region 
such industries as electro-process metals and chemicals that are 
heavy users of eledricitv According to 1973 figures released fay 
the Bonneville Power Administration electricity use in the Pacific 
Northnest runs around 15 000 ki/oivitts annually per home com 
pared with a national avenge about half that or 7700 kilowatts 
per year 


with reality Just be sure to keep in mind that the amount which is 
"needed ' is always going to depend on the sacrifice that must be made in 
order to obtain it Say need if you must, but mean demand 
And be very careful indeed about slipping from need into right That's an 
additional danger that comes along with the word Once something has 
been designated as a human need, we move easily to the conclusion that 
everyone has a right to it But if that right is to be more than rhetorical 
society must have a way to make the good available What's the point of 
saying that even people who have chosen to live in a desert have a right to 
ample water if there's no feasible way to provide it? Or of saying that 
medical care without regard to one's ability to pay is a right when there 
aren't enough resources to provide all the care people would demand at a 
zero price 7 People already have the right to be secure in their persons and 
property against crimes of violence Or they would, at any rate, if declara- 
tions were enough to make all criminals reform their ways 


CONSUMER SOVEREIGNTY 7 

If there are no needs, then obviously there's no greater or more urgent 
need for milk than there is for shag carpets or electric carving knives 
There are no degrees of nonexistence How then are we to distinguish 
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between goods that make an important contribution to human welfare 
and goods that are merely frivolous? The best way to get at this question 
is to ask why we want to make the distinction. 

The Evaluation of Wants 

It would be too easy to answer that some people want to impose their 
tastes on others That's too easy an answer because it implies that the dis- 
tinction is only useful to cultural tyrants But parents aren't being tyrants 
when they tell children that they "need" meat more than chocolate cake 
and should eat their meat if they aren t hungry enough for both Surely it 
isnt mere arrogance to 53y that a family with a tight budget should at 
down on cigarettes rather than on milk for the children But what about 
the college professor who tells you that by spending your nights at the 
discotheque instead of your desk you're displaying a faulty Sense of 
values? Now we're no longer so sure Is the professor merely trying to 
impose her tastes on you? Or is she trying to summon you to obey your 
better self 

The concept of demand is ethically neutral It asserts that something is 
desired and tells how much people are wiling to sacrifice to obtain it in 
particular amounts It says nothing at all about why people desire the 
good, where that desire came from or whether they or society will be 
better off in the long run for having it Is this a deficiency? Most economists 
would say that it's not Demand is merely an analytical concept Useful in 
describing behavior It doesn t pretend to say anything about what people 
ought to want 

But such a defense isn't altogether accurate The notion that people 
ought to have what they want to have, at least within the limits of their 
ability to pay, is deeply rooted in our society and just as deeply rooted in 
the history of economic analysis At least since the time of Adam Smith 
(1723-1790), who attacked the commercial interests of his day by insisting 
that production and trade ought to be earned on for the sake of consump 
tion, economists have tended to assume that the wants of consumers 
should direct the organization of economic activity Consumer soVtTttgnty 
as it's called, has been an article of faith and a criterion by which to assess 
the adequacy of an economy's performance 

On first hearing it sounds eminently sensible and public spirited to 
insist that an economy should be organized to satisfy the wants of con- 
sumers as expressed in the vanous demands they bring to the market 
place But what if many of the things that people demand are not things 
they really want? Of course, the shopper who impulsively buys a chrome 
plated sandal scraper must in some sense have wanted it at the moment o 
purchase The consumer who buys a useless patent medicine because he 
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doesn't realize that it's useless does, in a trivial sense, want what he pur- 
chases The consumer who grabs for a high pnced box of cereal because 
last night's TV commercial is still on his subconscious mind must want it 
in preference to the adjacent box with the same contents at a lower price, 
or he wouldn't grab it But the examples make the critics' pomts Con- 
sumers are too often foolish, shortsighted uninformed, and easy prey for 
manipulative advertising Poor candidates indeed for sovereignty How 
can we defend efforts to make the economic svstem sensitn e and sub- 
servient to consumer demands when those demands don't merit satisfac 
hon? And they do not deserve satisfaction if they don't somehow express 
genuine human wants 

But what are "genuine' wants 7 John Kenneth Galbraith a well known 
economist, tackled that question some years ago in a widely read book 
titled The Affluent Society (1958) He used the word urgent to describe wants 
that merited satisfaction, a good choice of words since urgent means 
"pressing for attention' And he argued that for wants to be urgent they 
must originate with the individual Wants that are contrived by someone else 
cannot be regarded as urgent wants for an individual, and wants con- 
trived m the very process of satisfying wants would seem to be doubly 
suspect Wants can have 'bizarre, frivolous, or even immoral origins," 
Galbraith argued, and still deserve satisfaction But no case can be made 
for organizing society to satisfy wants jf it is the process of satisfying wants 
that creates them in the first place 

Galbraith wasn't merely making a case against advertising, the first 
thing that probably comes to mind Advertising is only the most direct 
way in which the system of production shapes (or tries to shape) the 
wants which it is supposed to fulfill A less direct but surely more effective 
way is through emulation The system of production turns out b eanbag 
chairs, a few people see the chairs and decide that they want them, and 
once a few people have them, others decide that they want them, too 
People usually don t know that they want something, Galbraith argued, 
until they see it produced, and often not until they see someone else in 
possession of it That is the case, at least, m an affluent society, where 
"physical wants' have long since been fully satisfied 


Are There Any "Original" Wants 7 

The argument is appealing hut it’s also dotted with pitfalls for the 
unwary How many people would have wanted to read Galbraith's book 
if they hadn't first seen it in a bookstore or been turned on to it by an 
acquaintance or a reviewer 7 Some may even have bought it after reading 
an advertisement by the publisher Shall we say that they' are no better off 
for the book shaving been producedandpurdiased because they wouldn't 
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have wanted it if it hadn t been produced? Or what about the demand for 
musical records? No one would want them if they weren’t produced 
Indeed ifnoonehad ever produced ma/or and minor scales principles of 
harmony and counterpoint musical instruments and people able to play 
them with skill who would ever have had a craving for mustc? Should 
people s> demand for books of poetry not be satisfied because their taste 
for poetry was created by the producers of poetry? 

Galbraith is undoubtedly grasping at an important issue when he sug 
gests that there is much about our system of production and consumption 
that resembles a dog track, where the greyhounds keep runn ng but never 
get closer to the mechanical rabbit But the notion of contrived versus 


, CIGARETTE ADVERTISING 

I Cigarette advertising on television wjs prohibited beginning on 

January 2 1971 Newspaper magazine and billboard advertising 
increasedafterthebanon broadcast advertising, butnotbv enough 
to keep total industry expenditures on advertising from falling by 
2S°o That of course w is a cost saving to the manufacturers of 
cigarettes Meanwhile cigarette consumption m the U S rose 3 3% 
in the first yearafter the television ban Does this prove the rneffec- 
1 i tiveness of advertising? U so why are the makers of c garettes so 
foolish as to continue nisiing millions of dollars? 

There is an jjfe/.utne e vpJanatiwj that js consistent >yjfb htat 
r occurred Advertising may be largely ineffective m persuading 
people to smoke but highly effective in persuading smokers to use 
one brand in preference to another People who express concern 
v about the social power of advertising ought to distinguish care 
fully between its alleged power to create new tastes and its power 
to alter purchasing patterns in situations where buvers have 
J trouble distinguishing amonj, brands 

Notice too that in such a situation each manufacturer has an 
incentive to advertise even though the industry as a whole would 
t be better off with advertising prohibited or at least severely Jim 
ited The American Medical Association may be moreastute than 
{ the Tobacco Institute which fought the telev ision ban The AM A 
condemns advertising by physicians as unethical Perhips the 
Tobacco Institute will someday discover this same prof table 
( wisdom New brands of cigarettes would then have as much diffi 
t culty in establishing themselves as new doctors have 
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original wants doesn't capture the issue very well There are a few wants, 
rooted perhaps in our animal natures that might be called original, such 
as the desire for food But even that want takes on forms that are the 
product of social contrivance There's nothing natural about a demand for 
lobster they're disgusting-lookmg creatures that almost no one would 
ever think of eating until he had seen one prepared The demand for meat 
is unnatural in India, and the insects so much enjoyed by the Yanomamo 
of Venezuela are unnatural food in the United States Archie Bunker 
turned down a tongue sandwdi hr his lunch because he wasn’t going to 
eat anything that came out of the mouth of a cow he asked for a hard- 
boiled egg instead All of our wants are at least in part the product of 
socialization 

It may well be true that we could all be just as happy, in the United 
States at least, by producing and consuming less Maybe we could even be 
a good deal happier An interesting study by Richard Easterlin entitled 
"Does Money Buy Happiness? ' supports what many have long suspected 
additional goods increase one's happiness only if others in society aren't 
getting more, too Put in another way, our sense of satisfaction tends to 
depend on what we have relative to others in our society 1 If this is so, the 
economic system is indeed as much a square 1 cage as it is a social mech- 
anism to serve the sovereign consumer We could run just as far if we ran 
more slowly Maybe we couid even run a lot farther, by being able to enjoy 
a cleaner environment and a less hamed existence 


Some Persistent Questions 

The picture becomes still more disturbing when we notice that, in much 
of the world, people are actually hungry and ill from malnutrition If the 
economic systems of wealthy societies are indeed chewing up resources 
without yielding much that is worthwhile, they are squandering resources 
that might have made a genuine contribution to human welfare if used in 
other ways for other people Of course, we have no guarantee that those 
other people would use the resources wisely and humanely were we to 
refrain from using them folly and shortsightedness are hardly confined 
to affluent consumers All the more reason to ask, Is this consumer sover- 
eignty! If it is, is it worth defending 7 
But what is the alternative 7 It's much easier to criticize social systems 
for their inadequacies than it is to suggest a better system that is also 
workable Less consumption of trivia in the United States will not auto- 
matically produce food for Africa We consumed far less in the 1930s than 
we do now, but had still less to contribute to the poor Even if we agree 


1 Easterlies study was summarized m The Public Merest Winter 1973 pp 3-10 
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that working and consuming is largely pursuit of a mechanical rabbit pro* 
grammed to remain forever just out of our reach, what can we do about it? 
Assuming that there are genuine human wants whose satisfaction con- 
tributes to fulfillment and self-actualization and that these have been 
covered over or distorted by artificial and self-negating demands, how do 
we even begin to suppress the false and nurture the true? 

Some people believe that it will require a revolution But what kind of 
revolution? Political revolutions in this century have certainly demon- 
strated that high ideals don't by themselves create humane societies Is it 
a social revolution these people have m mind? But what does that mean* 
Many once believed that it meant abolition of the capitalist system, and 
some still do But what do we put in its place? Socialism in the Soviet 
Union has lusted after more goods at least as passionately as capitalism 
and produced them less efficiently and at a high cost in political freedom 
Of course, one can always argue that the Soviet Union does not have true 
socialism But then what is 'true socialism"? How does it work? How does 
it transform those selfish envious, anxious, foolish, and shortsighted 
people we see today mto something better? 


The Importance of limited Questions 

Economists are probably just as interested m those questions as people 
generally But for the most part they don't pay a lot of attention to them 
in their professional work They take demand curves as given and assume 
that the wants behind them are legitimate The prices that people are 
willing to pay for goods are assumed to represent at least the value of those 
goods-nf least because people often pay less than they would be willing to 
pay, but presumably never pay more than the good is worth to them And 
that gives economists a handle with which to get an initial hold on the 
problem of explaining how economic systems work 

An economy is a social system for securing cooperation among people in obtaining 
from available resources a maximum of whatever is wanted That definition leaves 
a lot of questions wide open Above all, it makes no attempt to specify 
what should be wanted or even whose wants should be satisfied They 
could be (he wants of everyone, of a privileged minority or majority, or of 
an elite with the power to determine what people ought to want. Regard- 
less of how that question is answered every economy must secure social 
cooperation 

There are more than 200 million people in the United States There are 
trillions of human resources powerful muscles, sonorous voices, quick 
wits, bursting energies in varying proportions, and all kinds of acquired 
skills, interests, knowledge, and ambitions, There are trillions of non- 
human resources scattered everywhere, some private property, some not. 
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some well known, others still undiscovered few known to more than a 
handful of people And there are an infinite number of ways in which 
these resources could be employed to achieve an infinitely variable con 
stellahon of purposes How can all this be coordinated? We rarely ask that 
question because we ve grown so accustomed to coordination A break 
down in the system is news because we've learned to take for granted what 
is in reality an astonishingly complex mechanism of coordination Think 
for a moment how many separate decisions had to be made and actions 
taken so that you could obtain a new light bulb the last time you wanted 
one Miners, engineers, machinists, truck drivers, billing clerks, and more 
people than we can begin to list each played a small but productive part in 
putting a hundred watt bulb where you wanted it when you wanted it 
How did they find out what they were supposed to do 7 How were they 
persuaded to do it? We could surely use more light on the significant 
questions that Galbraith and others are posing But meanwhile we're going 
to want the kind of light that hundred watt bulbs provide Their simple 
illumination will even help us m our search for a deeper llluminahon-a 
symbol, perhaps, for the importance of what seem to be trivial problems 
Proposals for reconstruction of the social order must deal with the day to 
day problems of social coordination if they are to be of any value And 
that's where the economist, with his admittedly limited questions and 
consequently limited answers, has something important to say 

Economizing Behavior 

The concept of demand is central to the economic way of thinking 
because it interprets the behavior of producers as well as consumers Pro 
ducers must also choose constantly among substitutes in the process of 
n^aniziqy /irndnctioq. for producers as well as for consumers there are 
substitutes for everything, the demand curves for riveters turret lathes, 
industrial sites, marketing agents, and all the infinite paraphernalia of 
production slope downward to the right just as do the demand curves for 
passenger automobiles, medical care, and soda pop m returnable bottles 
The theory of demand is not so much the theory of consumer behavior 
as it is the theory of economizing behavior And everyone economizes the 
trade association lobbyist m Washington urging Congress to exclude for 
eign competitors as well as the supermarket shopper hesitating between 
pickled herring and smoked oysters Economics explains how the econ 
omizing behavior of individuals is coordinated in a system of social 
cooperation 

The authors admit to a strong predisposition in favor of individual 
sovereignty Notice that we did not say consumer sovereignty Being a con 
sumer is only one aspect of being human we are also producers, dreamers. 
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lovers, idlers, and ranch else besides We agree with those who say that 
individuals do not always know what they really want, but we also think 
that in the first instance an individual should be considered the best judge 
of his own welfare We know that individuals in the process of pursuing 
what they want sometimes create undesirable or unforeseen consequences 
for themselves and others, we also think that economics helps us see why 
this occurs We know that wealth and power are unequally distributed in 
our society (and every other known society) and that this raises questions 
of justice, but we also believe that economics furnishes insights into the 
nature, use, and control of social power and that the study of economics 
is therefore especially important for all those who want to improve the 
existing system 

Once Over Lightly 

Every good has substitutes other goods which will be used in its stead 
when the cost of using the original good rises, other goods for which the 
original good will substitute when iltrjr relative cost goes up 

By talking about "needs," we can sometimes win arguments we might 
otherwise lose "Needs" are actually wants of many different urgencies 

People want more or less of a good as the ml to (hem decreases or 
increases 

The concept of demand is preferable to the concept of need because 
demand relates the amounts that are purchased to the sacrifices that must 
be made to obtain these amounts 

The "law of demand" asserts that more will be purchased at lower 
pnees, less at higher pnces-assuming that something in addition to the 
price has not changed to offset this consequence 

The money cost of a good is only one part of the cost that affects 
people's decisions. 

A sufficiently large change m money cost (price) can usually overcome 
the effects that nonmoney costs exert on people's decisions. 

A change in price will usually induce a larger change in amounts pur- 
chased when more time is allowed for consumers and producers to leam 
about and invent new substitutes 

The view that the economic system ought to provide what people want, 
or that production should be guided by demand, has long been a woikmg 
assumption of economic theory The term m$wir sowignlv, which is 
generally used to describe this principle, is misleading because it suggests 
that the preferences of producers are unimportant, Miiniwt 
more accurately describes the perspective from which economists have 
traditionally evaluated economic performance. 

The economic way of thinking simply accepts individual preferences as 
given and provides little help to anyone who wishes to wlwto thenuThii 
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does not mean economists approve of the way wants are formed in our 
society or believe individuals always want what is best for themselves or 
the larger socrety 

The concept of demand forms the basis for the theory of economizing 
behavior behavior aimed at obtaining as much as possible from what is 
available 


QUESTIONS FOR DISCUSSION 

1 Assume that Congress has decided to reduce consumption of nonreusable 
containers in order to preserve Spaceship Earth Evaluate the following 
arguments that might be used m the discussion of how to go a bout achieving 
this goal 

(0) We know we cannot survive unless we stop using things and 
then discarding them The only sensible approach therefore is a legal 
ban on all nonreusable containers of any kind 

(b) People will do the right thing once they understand the problem 
I dont think we should start passing laws We should assume that the 
American people are public spirited and we should educate them to the 
facts 

(c) It has been proposed by some that vve place a tax on the manu 
facture of containers to encourage deposit and return This would not 
work because people just would not cire about the tax Moreover a tax 
says m effect that it s all right to pollute if you re rich but not if you re 
poor 

2 Most systems of hospitalization insurance substantially reduce the cost to 
the patient of hospitalization sometimes to zero How does this affect hos 
pita! use 7 Why? Evaluate the argument that it does not affect hospital use 
since no one gets sick just because hospitals are cheap or avoids getting 
sick because they re expensive 

3 In 1967 the president of the American Medical Association was quoted as 
saying that medical care was a privilege and not a right Today the AMA 
officially proclaims that health care is the right of everyone What quan 
tity and quality of health care do you suppose they' re talking about 7 

4 Here is a classroom exercise that might be fun wh le also sharpening your 
talent for recognizing substitution possibilities Let one person come up 
with two goods that seem to have no connection and challenge others to 
construct a plausible set of circumstances in which they would be substi 
tutes (Avoid the easy though correct answer that all goods arc in the last 
analysis substitutes inasmuch as the acquisition of each uses up scarce 
time or income) 
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5 If a prestigious store (Neiman Marcus in Dallas for example) were $o 
put its Chanel No 5 perfume on sale for one fourth the current price 
do you think customers would purchase more? What do you think 
would happen if a drugstore m a modest income neighborhood did the 
same thing? Suppose that each store sold Chanel No 5 under another 
label one that customers had never heard of and offered t successively 
at each of the two prices At which price do you th nk each store would 
sell more perfume? 

6 [f the government forbids motonsts to drive more than 55 miles per 
hour does everyone stay within the 55 mile limit? What are the costs 
of going faster 7 What are some cf the costs of going faster that do not 
fall on the speeding motorist? Do these latter costs affect motorists 
decisions? Why might the fact that faster driving uses up more of the 
nation $ seme petroleum reduce the speed of some dnvers but not 
others? 

7 Why do people live m New York City if the costs of doing so— high 
rents noise dirt congestion the risks of being robbed or assaulted-are 
so high 7 Is it true that most of them have no choice"? What do you 
think would happen if the costs listed above were significantly reduced? 

6 Do you think its tree that people sometimes want to impose their 
tastes on others 7 Disregarding the case of parents and ch Idren do you 
think thats ever defensible? Are you imposing your tastes on your 
friends when you tell them enthusiastically about all the fun and good 
exercise you ve had since you started play ng tennis? 

9 Many of the people who 1 ve in substandard housing have low incomes 
Would substandard housing disappear if every family received the average 
ncome? Would everyone read more books if they were sold at a zero price? 

10 One of the recurring themes of this book will be the tnfcmahml nit 
performed by prices People learn about increased scarcities by paying 
attention to prices How did most Americans discover in 1974 that the 
Arab rat ons were buying more sugar the sugar beet crop in the Soviet 
Union had fallen short of expectations and hurricanes had reduced the 
Sugar cane harvest n the Gulf of Me* co region 7 What did people do 
when they found out? Why 7 (One of the art cles repr nted in the appen 
dix The Use of Knowledge in Society" by the 1974 Nobel prizewinner 
F A Hayek is a thoughtful expioiaton of the pnee system as a social 
device for economizing effectively with very little information ) 




PRICES, INCOME, AND DEMAND 


Americans are traveling a lot more today than they used to That 
familiar statistic the Average Amencan traveled about 75% more inter- 
urban miles jn 1970 than he did m 19S0 What has made us so mobile'’ 
Technology and restlessness? They surely played a role But why was it that 
in 1970 we traveled 30% less by bus 75% less by tram 75% more by auto- 
mobile, and nine timer as many passenger-miles per capita by airplanes? 

These changes were not inevitable In large part they were a re 
sponse to higher incomes and shifts in relative prices, reflecting what 
the economist calls elasticities of demaid 


PRICES AND DEMAND 


It is extremely cumbersome to talk about 'the amount by which people 
increase or decrease their purchases when the price changes But this is 
an important relationship with many useful applications So economists 
have invented a special phrase that summarizes the relationship The 
formal title of the concept is price elasticity of demand 
That s an appropriate name Elasticity means responsiveness If the 
amount of any good that people purchase changes substantially m 
response to a small change in price demand is said to be elastic If even a 
very large price change results in little change in the amount purchased 
demand vs said to be inelastic 
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Price elast city of demand is defined precisely as /lie percentage ck«ge,n 
quantity demanded amdtd by the percentage change in pn« Thus if a iq% 
increase in t>ie pnce of eggs leads to a 5% reduction in the number of eggs 
sold the elasticity of demand is S% divided by 10%, or 5 To be completely 
accurate, it is mnu< 5, since price and amount purchased vary inversely 
But for simplicity we shall ignore the minus sign and treat the coefficients 
of elasticity as if they were positive 
Whenever the coefficient of elasticity is greater than one (ignoring the 
Sign)-that is to say whenever the percentage change \n quant ty n greater 
than thepercentage change in pnee^demand is said to be elastic Whenever 
the coefficient of elasticity is Jess than one, which means whenever the 
percentage change in quantity is las than the percentage change m price 
demand is said to be melastic Compulsive learners will Want to know 
what is said when the percentage change in quantity is exactly equal 
to the percentage change in price so that the coefficient of demand 
elasticity is exactly one You may file away the information that de- 
mand is then unit elastic (Economics is a very systematic discipline) 
You can begin to familiarize yourself with the uses of this concept 
by asking whether demand is elastic or inelastic m each case below 
In some instances you will have to supply information from your own 
experience But you have all presumably had some experience with 
salt and gasoline Each case is discussed in the subsequent paragraphs 

1 People aien t going to buy much more no matter how far 
we cut the pnce " 

2 This is a competitive business We would lose half our cus 
towers if we raised our prices by is little as 2% 

3 The demand for salt 

4 The demand for Morton s salt 

5 The demand for Mortons salt at the Kroger Store at Fifth 
and Mam 

6 The demand for gasoline 

7 The demand foe Shell gasoline 

8 The demand for gasoline at Friendly Bob s Shell Serv ce 

9 Hie University's total receipts from tution would actually 
increase if they cut the tuition rates by 20# 

10 "Its odd but true Wheat farmers would gross more money if 

they all got together and burned one quarter of this years 
crop , 

11 If the statement in 10 is true does it follow that they could 
gross even more money by burning one half of the crop? 
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Price Elasticity in Practice 

1 "People aren't going to buy much more no matter how far we cut 
the price If a businessman doubts that even a very large pnce de 
crease will do much to increase his sales he believes that his demand is 
highly inelastic He will not want to lower his price under such circum- 
stances for he will lose more through the lower pnce than he will gam 
through the larger volume But if people don't respond very much to 
a pnce cut will they also be relatively insensitive to a pnce hike? If 
they are, a businessman out to increase his income wilt want to raise 
his pnce Businessmen typically complain that prices are too low Then 
why don’t they raise their prices? It’s a free country isnt it? The 
answer of course is that they would usually lose too many customers 
if they did so It is the elasticity of demand that determines whether 
or not a businessman can add to his money receipts by raising his 
prices 

2 This is a competitive business VVe would lose half our customers 
if we raised our prices by as little as 2% ' The businessman making this 
statement is saying in effect that he faces a highly elastic demand A 50% 
decline in quantity demanded would follow a mere 2% increase in price 
The coefficient of elasticity is 25 The demand is very elastic indeed An- 
other way of putting it would be to say that his customers are extremely 
sensitive to any pnce change And that makes it difficult for him to raise 
his prices, however eager he might be to do so 

3 The demand for salt What makes demand curves elastic or inelastic? 
The availability of good substitutes is clearly an important factor Another 
is the importance of the itpm m the budget of purchasers If the expendi- 
ture on some good is large relative to the income or wealth of the pur- 
chaser, he will be more sensitive to any change in its price lsn t that true 
from your own experience? Suppose you smoke and also attend movies 
twice a week A book of matches costs a penny and movies S2 50 It is not 
likely that a 2G0 percent increase in match prices will have much effect on 
your smoking But a 50 percent increase in the pnce of movies would sub- 
stantially affect your movie going if you have a typical students income 

Apply this to table salt One pound of salt lasts a long time and costs 
less than 10 c So who cares? Housewives will be retain ely insensitive to 
any change in the price of salt Moreover salt has few good substitutes 
You would not be inclined to put sugar on your eggs if the price of salt 
rose dramatically, just as you would not cut the pepper and double the 
salt if the price of salt fell substantially 

Adam Smith often called the founder of modem economics, observed 
m Tlit Wealth of Naims (1 776) that ' salt is a very ancient and very uni- 
versal subject of taxation The quantity annually consumed by any 
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individual is so small, and may be purchased so gradually, that nobody, 
it seems to have been thought, could feel very sensibly even a pretty 
heavy tax upon it " Moreover, salt was one of "the necessaries of life" m 
Smith's terminology. We can object to the term necessary and express 
Smith's meaning more accurately, salt has few good substitutes The 
result rs a highly inelastic demand and an apparently irresistible tempta- 
tion to governments in ancient times to levy taxes on salt. 

But it's possible to exaggerate the inelasticity of even the demand for 
salt Householders m wintry regions somet imes sprinkle table salt on their 
sidewalks or porch steps to melt the ice If salt were ten times as expensive, 
many would substitute chopping and scraping for salt. 

4. The demand for Morton's salt Why would the demand for Morton's 
salt be less inelastic than the demand for salt? Because there are subsfi- 
hites-namely, other brands of salt The Morton Salt Company is not m 
the privileged position of ancient governments, which could raise the 
price of all salt If someone in the marketing department at Morton 
chanced to read Adam Smith and was inspired by him to double the price, 
the grocery stores that are Morton's customers would tend to shift their 
purchases to other salt manufacturers 

5 The demand for Morton's salt at the Kroger Store at Fifth and Mam. 
If there are more good substitutes for Morton's salt than for salt, there are 
even more good substitutes for the Morton's salt sold at the local Kroger 
store. We have moved from a very inelastic to what is probably a highly 
elastic demand for the same quantity. And that is why you aren't victim- 
ized when you purchase salt You might be willing to pay $2 a pound if 
salt was not available at a lower price But fortunately for you, there are 
many options A seller who tried to take advantage of the fact that the 
total demand for salt is highly inelastic would lose his customers The 
demand for the salt he sells will be quite elastic 

People often make the mistake of assuming that those who sell "vital 
necessities" could get away with charging almost any price they chose. 
We have learned to be suspicious of the phrase pifffl necessities Now we see 
again the grounds for this suspicion Food has as good a claim as anything 
to the title "vital necessity." But the relevant fact is that no one buys fori 
Housewives do not purchase a pound of "food", they buy a pound of 
hamburger, or bacon, or calf's liver And there are many sellers selling 
many kinds of food AH of which means that there are excellent substi- 
tutes for specific food commodities, and hence demand curves are highly 
elastic So sellers are hr the most part closely constrained in the prices 
they can charge 

6, 7, 8 The demand for gasoline, for Shelf gasoline, for gasoline at 
Friendly Bob's Shell Service. Much of what has just been said about salt 
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can also be applied to the demand for gasoline Because gasoline 15 a more 
significant item than salt in the consumer s budget we should expect the 
demand for gasolme to be less inelastic than the demand for salt Once 
again, however, no one buys mere gasoline There are many options, so 
that the proprietor of Friendly Bob's Shell Service cannot afford to raise 
his price even when he s complaining that he makes almost nothing on a 
tankful of gasoline The demand curve with which he must live is \er> 
elastic 

Remember also what was said m the last chapter about the importance 
of time greater substitution will occur in response to a price change the 
more time elapses We can now express the same thought another way 
Demand curves are more elastic over longer than over shorter periods 
Gasoline provides an excellent example If the federal gov emment pushed 
up the price of gasolme across the board by imposing a large additional 
tax, motorists would at first grumble but pay Then they would begin to 
form car pools and investigate public transportation Still later some would 
move in order to be closer to work When they replaced their present cars, 
many would switch from eight cylinders to four Automobile manufac- 
turers would meanwhile be shifting toward greater production of econ- 
omy cars and less production ot gas guzzlers Some technological changes 
to reduce gasolme consumption that were not economical on balance at 
the former price of gasolme would become economical at the higher price 
These are the kinds of factors that make demand curves more elastic in 
the long run 

9 "The university s total receipts from tuition would actually increase 
if they cut the tuition rates by 20% ' The university's total receipts from 
tuition are the product of the tuition rate and the number of students who 
enroll If a 20% decrease in the tuition rate results in an increase in tuition 
receipts, then there must "have been a mow flum 20% increase in enrol - !- 
ment The percentage change in quantity demanded is greater than the 
percentage change m price, so demand is elastic 

This suggests a simple way of thinking about elasticity Keep in mind 
that the quantity demanded will always move in the opposite direction 
from the price So if a pnee change causes total receipts to move m the oppo 
site direction from the price change, demand must be elastic The change 
in the quantity' purchased has to be larger m percentage terms than the 
price change, because total receipts are nothing but the product of price 
and quantity And that is the definition of an elastic demand If a price 
change causes total receipts to move in the same direction as the prtce change, 
demand must be inelastic The change m amount purchased i\as not 
large enough to outweigh the change in price And that is the meaning of 
an inelastic demand You can satisfy' yourself that this relationship holds 
by running through a numerical example 
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number 9 applies also here Farmers can only gross more money while 
selling less wheat if the percentage change in price is greater than the 
percentage change m the amount sold Demand would have to be inelastic 
The only difference is that we hive reversed the causal relationship 
assumed up till now We have been tacitly assuming that sellers set the 
price and buyers respond Tbs is not always the best way to look at the 
price quantity relationship In some industries such as agriculture for the 
most part, it ts more useful to assume that the quantity available for sale 
will determine the pnce We 11 be talking a lot about this m chapters 10 
and 11 For now it is only important to notice that the relationship be- 
tween changes in total sales and changes in price depends on the elasticity 
of demand 

Farmers may never have heard about elastic or inelastic demands But 
when they lobby for government controls on production they are usually 
very much aware of the relation between pnce and the amount that is sold 
Vou can, like Mohere's famous M Jourdain who spoke prose for forty 
years without knowing it, make good use of demand elasticities without 
ever having heard the term 

11 Could wheat farmers do e\en better by burning one-half of the 
crop? The elasticity of demand will almost certainly not be the same at ail 
the different positions along a demand schedule or curve As a general 
rule, demand will be more elastic at higher prices (and smaller quantities) 
than at lower prices (and larger quantities) Why? Basically because people 
tend to be more sensitive to price changes when the price in question is 
large (relative to then incomes) than when it is small Consequently if 
fanners somehow agreed upon a scheme for destroying wheat in order to 
raise its price, at some point they would run into an elastic demand And 
as soon as the demand turned from inelastic to elastic, total receipts would 
go down as a consequence df further prat- mtieases 
This relationship may become clearer to you if you examine a straight- 
line demand curve Along the upper left poition of the demand curve, any 
price change of a given amount will be a smalla percentage change than it will 
he along the lower right portion of the curve At the same time, the percen 
Inge change in quantity demanded will be getting larger as we move from 
the lower right portion of the curve to the upper left Since elasticity of 
demand is the ratio of these percentage changes the coefficient of elasti- 
city must be increasing continuously as we move up and back along a 
straight-line demand curve 

The Myth of Vertical Demand 

But enough of such technicalities In the six statements with which we 
began chapter 2 what was being implicitly assumed about the elasticity of 
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grams seek to balance the benefits of additional dean air against the addi 
tional costs that must be incurred to get it 
The law of demand can be expressed in the language of elasticity There 
is no such thing as a completely inelastic demand over the entire range of 
pos«ibIe prices Most putchasers will respond at least a little to changes m 
the cost to th*ca and all putchasers would respond to a sufficiently large 
change If this seems too obvious to bother mentioning consult your 
daily newspaper for evidence that it is by no means obvious to everyone 
Well mtentioned people and some not so well mtenhoned talk constantly 
of basic needs minimum requirements and absolute necess ties 
Demand curves are rarely as inelastic as orators suppose That does not 
imply of course that they are always elastic That is a more difficult ques 
bon to be answered bv looking a'r each case but as we shall subsequently 
discover it is a very important question for anyone who wants to decide 
how well our economic system functions 


Estimating Elasticity 

When the oil exporting countries of the Middle East imposed their 
embargo on sales to the United States in 1973 the price elasticity of de 
mand for gasoline became an issue in tbe newspapers Some gloomily 
predicted a short run elasticity as low as 2 which means that a 20% reduc 
bon in sales would requ re a 100 % increase in the price of gasoline Opti 
mistic estimates predicted an elasticity of 4 in which case a 50% increase 
in price would still be necessary to reduce consumption by 20% Other 
estimates tended to range between 2 and 4 Let stake a look at the differ 
ence that elasticity makes 

The average retail price of gasoline in 1972 was very close to 36c Under 
the most optimistic estimate c ted above the price would have to rise to 
54C to cut purchases back to available supply if the supply were reduced 
by 20% a 20% reduction in quantity demanded divided by a 50% increase 
in the price yields an elasticity coefficient of 4 With a demand elasticity 
of only 3 the price would have to rise to 60i And it would have to go all 
the way to 72c under the conditions of the most unfavorable estimate an 
elasticity of 2 

None of these estimates was put forward in 1973 with a great deal of 
confidence we simply had no experience in the United btates with 
changes of this magnitude m the price of gasoline And extrapolation is 
risky m cases of this sort The feet that a 10% price increase has in the past 
led to a 3% reduction vn consumption does not mean that a 100% increase 
will yield a 30% reduction We can be certain in fact that if the relative 
price of a good rises far enough the demand for it will eventually become 
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AN IMPORTANT NOTE ON REM T/ltf PRICES 

| from the beginning of the booh whenei er we've talked about a 
| change m the price of some good we've meant a change in its 

► hie pmr ils price in rcLitrn to other goc6 For the last decade or so 

| the United States has experienced a general rise in prices The av w . 

t age of fill prices h3s been going up as a result of forces v\e II beg, n 

j to examine in chapter 16 Now if all prices rise by the same p ei 

centage then relative prices do not change at all Since we're trying 
{ to understand the way m which relative prices guide consumer 
{ and producer decisions we have to distinguish the change ii\ A 

j good s price that was caused by general Inflation from the change 

I caused by an alteration in the scarcity of that particular good 

Takethe caseofgasohne prices An increase from36i pergdlon 
for regular at the beginning of 1972 to 58* at the end of 1974 was a 
61% increase (using the original price as the ba<e) But the a\wig C 
of all prices paid by consumers rose 26% over this period The 
increase in the relative price oF gasoline was therefore only a bom 
35% That is equivalent in its effects to an increase of only 12' j 
from 36c to about 48c 

Or take the price changes from 1°55 to 1974 The average price 
k of gasoline in 1955 was 29c From 29c to 58C is a 100% increase 
When We deduct the rate of increase in the general price ]o>el 
{ between 1955 and 1974, however the change in the relative price 
of gasoline wras only about In short, gasoline was not actually 
much more expensive in 1^75 at 58c than it had been in 1055 at 
29t apJJon And its the relative price that matters 
Unless the text specifically states otherwise all references to 
price changes will mean changes in relativ c price In other words 
the price of everything else will be assumed not to change when 
we ask about the consequences of a change in the price of lobster, 
copper or the services of elevator operators 


elastic That ts because at higher prices any good makes a larger dent in 
people's budgets and they consequently become more sensitive to changes 
in its prjee Someone with a weekly take home pay of $150 may ignore 
the fact that he is now spending $9 a week rather than $6 on gasoline 
because its price has gone up, he is less likely to ignore an increase from 
$20 to $30 tn his expenditures for gasoline His budget is more likely to 
compel a cut in gasoline consumption in the second case And every gallon 
not consumed will now free a larger portion of his income for other 
purposes 
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been dedining substantially relative to income for many years and that 
the substitutes for gasoline don't appeal strongly to a lot of people fets 
apply this reasoning to a hypothetical case Suppose we want to make 
ourselves less vulnerable to political blackmail by oil exporting nations 
A more elastic demand reduces vulnerability We could increase theelaj. 
ticity of demand by raising the price of gasoline substantially (through an 
additional federal tax) or by improving the quality of such substitutes as 
public transportation systems, which use far less fuel per passenger nde 
The higher cost cf driving would presumably increase the demand for 
public transportation, and the tax could be used to finance improvements 
that would m turn make public transportation a more attractive substitute 
The other principal factor upon which demand elasticity depends is 
time, as we ve mentioned previously Time permits consumers to search 
out acceptable substitutes and gives producers a chance to contrive new 
ones Elasticity is a measure of responsiveness or flexibility, and every- 
thing is more flexible over a longer than a shorter time Some of the 1973 
estimates on the elasticity of demand for gasoline given one j m for 
adjustments to occur were in the viamty of 8 A 20% reduction in the 
quantity demanded would require only a 25% increase m the price if elas 
ticity were 8 


Demand versus Quantity Demanded 

In using the concepts of demand and elasticity it s important to keep an 
eye on other factors that may be changing along with the price Elasticity 
measures the responsiveness of the quantity demanded to changes in the 
price on the assumption that nothing has occurred to change the demand 
curve itself The demand curve for any good depends upon people's tastes 
and preferences, their incomes, and the properties of substitutes WiJl) ft* 
demand cur w given and constant the specific quantity that will be demanded 
depends upon the price 

You can avoid a very common confusion by carefully observing the 
distinction between demand and the quantity demanded Demand is a rela 
tion between quantity demanded and price The demand for gasoline is 
expressed by a series of prices and a series of corresponding quantities 
that would be demanded (or amounts that would be purchased) at those 
prices during some period of time, expressed either in a schedule or t 
curve A movement from one row (or line) of the schedule to another, or 
from one point on the curve to another, should always be called a change 
in the quantity demanded not a change m the demand The latter would be) 
change m the schedule itself, a shift m the curve caused by a change in 
tastes and prefaces, or income, or the perceived properties of substi- 
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divided by She pentnfye chaw « mmt If a 20% increase m your income 
leads to a 15% increase m your expenditures on housing, the income elas 
ticity of your demand for housing is % or 75 Notice that the cogent of 
elasticity m this case could be greater than unity, between zeroed unity 
or less than zero (negative) If a 20% increase in your income leads to an 
80% reduction in your oleomargarine consumption (because yo urc now 
buying butter), the elasticity coefficient will be minus 4 We cannot ignore 
the algebraic sign in the case of income elasticity of demand, for while 
more income permits more consumption, it need not result m more con- 
sumption of any particular commodity Suppose that we put income on 
foe vertical axis as we did with price Curves expressing the relationship 
between price and quantity demanded slope downward to the right 
expressing the inverse relationship between these two variables and 
yielding negative coefficients of elasticity But a curve that shows the 
relationship between mcrnt and the quantity demanded of some good can 
slope upward to the right or be vertical or slope upward to the left A 
single such curve, expressing, say, the responsiveness of Homer Iliad's 
weekly hamburger purchases to changes in his income, might well re- 
semble a backward 'C" The income elasticity of Homer's demand for 
hamburger could thus be shown as positive, zero or negative, depending 
on the income range under consideration let s reflect on Homer s habits 
to convince ourselves that this is quite plausible 

When Homer's income was very low, he yearned hr meat but could 
rarely afford it When he got a 5% raise, he doubled his consumption of 
hamburger, displaying an income elasticity of demand of 20 (100% divided 
by 5%) Homer's coefficient declined as his income rose further, both 
because any absolute change m income is a smaller percentage change 
when income is higher and because at higher income levels Homer could 
afford more expensive cuts of meat As Homer's income rose still further 
he eventually reached a point where more income didn t lead to anymore 
hamburger consumption at all As his wealth increased, Homer began 
substituting steaks and roasts for hamburger, something he would have 
liked to do even when he was poor but couldn't do because he wasn't 
wealthy enough 

When the quantity of a good demanded decreases as income wci eases 
the good is called an inferior good This is a technical term and not a judg- 
ment about intrinsic value Almost any good could be an inferior good for 
someone at some income level For a rich man who buys a Cadillac annu- 
ally but then becomes filthy rich and shifts to a Rolls Royce annually a 
Cadillac is an inferior good You could easily find similar if less Spectac- 
ular cases from your own experience 

The concept of income elasticity «£ sSmsimv! lSpartccrtady useful when 
we are examining changes m the composition of demand over longer 


A Note on Luxuries and Necessities 

We're all familiar with the distinction between luxuries and necessities 
At least we are until we approach more closely and begin to look at the 
distinction carefully Then /t has a disturbing tendency to fade J,jce a 
highway mirage 

Through two chapters now we have been insisting that the concept 
of "needs" is misleading A need, we have argued, impliesa perfectly in 
elastic demand curve, something not likely to be found in the real world 
where people shift about among substitutes as relative prices change But 
if perfectly inelastic demand curves do not exist, there certainly are some 
very inelastic demand curves Salt is an example we've already used An 
antibioticsuchaspenicillmisanother Or insulin fora diabetic Whatever 
economists might say, most people would call those necessities Lots of 
people speak of necessities and contrast them with luxuries and seem to 
understand one another well enough Shall we yield to common sense (or 
at least common speech) and allow the word necessity? We could keep it 
on a short leash, perhaps, by defining necessities as products for which 
the demand is very inelastic 

The trouble with this conciliatory suggestion is that it doesn't work 
Whatever people mean in common speech when they distinguish between 
luxuries and necessities , 1 1 surely isn't captured by the distinction between 
goods in highly elastic versus highly inelastic demand 

Governments tax cigarettes heavily because they are no/ considered to 
be necessities «ni because the demand (or them is inelastic If the demand 
were highly elastic, smokers would sharply curtail their purchases in 
response to the tax-induced price increase and governments would not 
collect much revenue from the fax Nicotine addicts may indeed think of 
cigarettes as necessities, however, the surgeon general and most legis 
Iators don't use the word that way 

If we want to use language to communicate effectively we had better not 
call heroin a necessity because some people's demand for it is extremely 
inelastic 

If we're determined to relate the notion of necessities and luxuries in 
some fashion to the concept of elasticity, we would do better by tying it to 
income elasticity of demand One could make a case for defining a luxury 
as a good for which the income elasticity of demand is positive and greater 
than one Goods are luxuries for people, then, when the quantity of the 
jt. increases in their 

ibs luxuries 
care, cloth 

ing, and shoes a luxury for many people Some Hearn ujc irnghtsemiblj 
be called a luxury We would all concede that some clothing and shoes are 



52 


Chaptr Tfott 


ft's certainly legitimate to make up a personal or household budget by 
dividing goods into those we would not want to do without even if their 
prices went much higher or our incomes fell drastically, and goods we 
would quickly stop buying if either of those things happened We might 
also, as a matter of public policy, want to establish categories of goods 
such as elementary education, that we think ought to be available to 
people regardless of their willingness or ability to pay for them But it 
would be confusing to call such goods necessities, to suppose that they 
are goods in highly price-inelastic demand, or to ignore all goods for 
which the income elasticity of demand is greater than one Medical care 
provides an instructive example Few household budgeters would call the 
doctor a luxury And current social policy in America suggests that we do 
want to make some medical care available to people as a matter of right 
and without regard to their ability to pay The difficult question is deter* 
mining how much and what kind Hair transplants, ear piercings, and face 
lifts are medical services We don't clarify the issue by dumping all medi- 
cal care into the category "necessity, ’ for the same reason that we wouldfl t 
be making sense if we called caviar a necessity because it's food and no 
one can survive without food 

Perhaps we should recognize that the word luiury like the word met* 
stfv often conceals the speaker's real meaning maybe even from the 
speaker htmself If that s so we have a good reason for trying to do with- 
out both words and for substituting some other phrase that more effec 
tively communicates our meaning Wouldn't public discussion of national 
health care policy or state spending for education or welfare programs or 
military budgets and much else besides gain in clarity and effectiveness if 
we could no longer hide behind the ambiguities of 'necessity" and ' lux- 
ury" and had to say exactly what we mean? 

Once Over Lightly 

Price elasticity of demand is a measure of the percentage change m the 
quantity of a good demanded relative to the percentage change In its price 
Demand is (price) elastic when the percentage increase m quantity 
demanded is greater than the percentage decrease m price Demand is 
inelastic when the percentage change in quantity demanded is smaller 
than the percentage change in price 
Price elasticity of demand depends upon the importance of the jwwe 
relative to one's income, but even more upon the quality and pnee of 
available substitutes 

More separate sources of supply for a good Imply bettor substitute* rot 
any particular unit of the good and hence a more elastic demand 
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t What is the elasticity of demand fo< WJ t, r New Ytnk City jcmJme t 0 
figure 2 A 7 (Be careful-the elasticity vane? ) 


9 The demand for jsp, rm at murently prevailing prices seems to b t hijHj 
inelastic What do you think would happen to the elasticity of demand il 
the price of aspmn relative to everything else were five times as W fifty 
times as high? Why? 



CASES OF 5TRAWBERRIES IN THOUSANDS 
(per Harvest) 


Figure 3A Demand curve for strawberries 


10 


Figure 3A shows a hypothetical demand curve for strawberries 

{«) What price per case would maximize the gross receipts of stra^erry 
growers? (Peek at pari 4 of this question rather than waste too much ,imC 
trying all sorts of different prices The price that maximizes gross receipts 
will be found at the midpoint of a straight-line demand curve wh# 1 
curve is extended to the axes If you see why, good If not, it's a bit 0 
knowledge with only academic usefulness anyway) 


(&) If the total quantity of strawberries harvested determines the P nce 
in conjunction with the demand, what size crop will result in this pnc^ 


ft) What would the gross receipts of strawberry growers be if th* CT0 P 
turned out to be 30,000 cases? 


(d) On you prove that the demand for strawberries is elastic ab° vc * 
price of $24 per case and inelastic below that pnce? 
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M if strath m (rw^tnin nnVi mo c menu In scllinp four thin 
KJGMcw tuuldtluy ever rmikct thi! much? l\hj wouidnt thy 
dt <!iw vomc of lb in p nl) t r rfi m >j oil (Ik m irlu 1 

11 Hijhtr pruriwrluff lutmaLik orMiu ion m> \ []| Icuiio \ rtduc 
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hr} ht r pr t c< Uh\ i* \ l comp) Ulv ion stmt mth the hh nf demimP 

tl A c) wji wuxpcci mu mini) < 1 rinu indc/ium) bplnnlum this 
mold kid Ip lMhuMiM li « i pm dc Inc m folknulln i here 1 1 in 
the wwiinl |tif ki'tu 

I* To ui.v ‘u'o s n iW mi linin' th c‘un mi tnnswnp'mn puiwns 
<hot n m llir 1 ib!c on p p** rt \Mi cb dou d lit nV irr prim mK Mtc but 
ibli to thin i - in p 0 ( i* i im« «•' 1 l« wo iM vou < vp’nn tht ihinpm} 
p iitt nit i 1 (urt'M im oleorn ij «m c n umpti n J 
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If pineapples in Gazebo were considered unfit for human consumption, 
and there was no way to sell them to others, they would not be scarce at 
all No one speaks of the scarcity of garbage-except hog farmers, perhaps, 
for whom garbage is not garbage 

If everyone can have all that he wants of some good without king required to 
sacrifice anything else that is also wanted that good is not scarce It is a free good 
There are obviously not many free goods available m our society, despite 
the song that says the best things in life are free Perhaps the best things 
in life cannot be purchased with money, but that does not make them 
free goods 

If anything is scarce, it must be rationed That means that a criterion of 
some kind must be established for discriminating among claimants to 
determine who will get how much The criterion could be age, eloquence, 
swiftness, public esteem, willingness to pay money, or almost anything 
else We characteristically ration scarce goods in our society on the basis 
of willingness to pay money But sometimes we use other criteria in order 
to discriminate 

Harvard College each year has many more applicants than it has places 
in the freshman class, so Harvard must ration the scarce places It discrim- 
inates on the basis of high school grades, test scores, recommendations, 
and other criteria 

Only one person at a time can be president of the United States Since 
many more people than that want the position, we have evolved an elabo- 
rate system of discrimination in the form of conventions and elections 
Although there is considerable doubt about just what the criteria for dis- 
crimination are, the system does discriminate We end up every fourth 
year with only one satisfied candidate 

Joe College is the most popular man on campus and has coeds clam- 
oring for his favor He must therefore ration his attentions Whether he 
employs the criterion of beauty, intelligence, geniality, or something else, 
he must and will discriminate in some fashion 

But the other side of discrimination is competition Once Harvard 
announces its criteria for discrimination, freshman applicants will com- 
pete to meet them The criteria for selecting a president are studied care- 
fully by the hopefuls who begin competing to satisfy those criteria long 
before the election year If the coeds eager to go with Joe College believe 
that beauty is his main criterion, they will compete with one another to 
seem more beautiful 

Competition is obviously not peculiar to capitalist societies or to soci- 
eties that use money The point is of fundamental importance competition 
results from scarcity and can only be eliminated with the elimination of 
scarcity Whenever there is scarcity, there must be rationing Rationing is 
allocation m accord with some criteria for discrimination Competition is 
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merely what occurs when people strive to meet the criteria that are being 
employed 

Of course, the criteria employed do make a difference [f a society 
rations on the basis of willingness to pay money, members of that society 
will strive to make money If it uses physical strength as a primary cri- 
terion, members of the society will do body-budding exercises And if the 
better colleges and universities use high school grades as an important 
criterion for selection, high school students will compete for grades They 
might be competing for grades to acquire other goods as well (status 
among classmates, compliments from teachers, use of the family car), but 
it is odd for colleges to complain of grade grubbers when their own 
rationing criteria promote grade grubbing. 


Scarcity and Prices 

Monetary pnees are the most common rationing device in our society 
The high price of lobster both reflects the fact that lobster is scarce ad 
rations out to eager gourmets the limited quantity available What hap- 
pens when the price of lobster is not allowed to rise to the level that reflects 
its actual scarcity? Suppose that our lobster lovers' lobby managed to get 
a law through Congress setting $1 a pound as the maximum price that 
could be charged for lobster. 
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The quantity demanded would immediately increase Lobster lovers 
would race to the grocer) stores in anticipation of inexpensive epicurean 
delights Butman) would find only frustration Someone else would have 
gotten there first The lower pnee does nothing to increase the number of 
lobsters available and, m the long run, it ml! reduce the amount of lobster 
that reaches the grocery stores and fish market 1 : as lobstermcn find it more 
profitable to do something other than trap lobsters The lobster iovers' 
lobby did nothing to mike lobster less scarce They only suppressed the 
rationing deuce The) put ice cubes on the thermometer, so to speak 
the) did not turn on the air conditioning They mistook a symptom (the 
high pnee) foT the cause of then discontent (the scarcity of lobster) 

But since lobster is still scarce, it must still be rationed When price was 
prevented (com serving as the discriminators criterion swiftness took its 
place Those who were first to the stores took home the lobster, and the 
rest had none Later on iie might expect friendship with the butcher or 
fishmonger to become an important discriminator) criterion And if this 
happens i\C would expect the social popularity of these tradesmen to 
increase as lobster lovers start competing to satisfy the new rationing 
svstem Fishmongers mil be seen at all the more glittering social events, 
and party givers ml! call months in advance to be sure of their butcher's 
presence Proximity to Maine will be another rationing deuce Why pay 
the cost of shipping lobster inv farther if New Englanders are willing to 
buy all that is available? When the lobsters no longer come to the people, 
the people will hive to go to the lobsters 

Copper In KluL/ 

Scarcity is an inescapable fid of lift but shortages are avoidable A 
storing is dcjnml fa ircuoraids «s e situation m 'oiudi flu qiinnlitv ihmawfid ts 
greater ftan Ik <ji«u Wv supplied Since the quintitv demanded depends on 
the price (later we shall see that (he quantity supplied also depends on 
pnee), it is possible to eliminate any shortage merely by allowing the 
price to rise 

We can see what this means and gam further practice in working with 
graphs by using figure 4A The following discussion will be understood 
easily by anyone who follows it with a linger on figure 4A The Imelabelcd 
OD is the original demand for copper in the hypothetical country of 
Klutz ft shows the number of pounds of copper that will be purchased 
each month in Klutz at prices between roughly Si 35 and $ 25 per pound 
The line labeled LD is the demand tor copper in Klutz at some later date 
It is the demand after i major chut go (an expansion let us say m the 
country's electrical supply network) causes copper users to be willing 
to pay more to obtain any given quantity of copper Another way of dc- 
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CAN FRfCE CONTROLS RAISE PRICES? > 

What happens when the government "freezes" prices? One ! 
' consequence is that certain items disappear from the market Any I 
item whose price is frozen below the market clearing level will be ’ 

in short supply and hence not always available to purchasers 
looking for if Beyond that, however, price controls tend to cause 
the* gradual disappearance of just barely profitable goods Often 
these are bottom of the line ' commodities cheaper grades of , 
paper, lumber, or fabric and many other hw-qtuhfy items that , 
are demanded for uses where higher quality senes little purpose 1 

II a firm isn’t able to produce as much as it can sell. It wiUmcen- 1 

tote its resources cn producingthe items thatgeflerate the largest 
profit This often compels other producers to adopt inefficient 
production techniques that raise costs and prices An example a i 
the steel products company forced to use beautifully grained / 
hardwood lumber m its shipping pallets because the grade it 
formerly used is no longer available . 

t A question Has a price freeze really frozen paces when buyers 1 

| can t obtain the items they want and have lo accept (and pay for) , 

| goods with more quality than they can use? 
r 


Aol 262 _ 

scribing the difference between ODandLD is to say that with LD, copper 
users mat to buy mere copper thou before at etch and every price 
We might begin by asking bow much copper was needed i/i Klutz at 
OD The question is meaningless, of course Klutz has a highly developed 
economy and every industrialized economy uses large amounts of copper 
But it ts still misleading to say that Klutz needs any particular amount of 
copper per month As the graph indicates, more or less will be demanded 
as the price is lower or higher 

Suppose now that exactly 10,000 pounds of copper become Available 
to Klutz users each month Will this be enough? Will there be a shortage 
of copper 7 Not if the price is 85c per pound At this price copper users 
Will want to buy 10,000 pounds per month, exactly the amount available 
What would happen if the monthly supply fell for some masoq to 8000 
pounds? If the price did not rise some prospective purchasers of copper 
would be unable to obtain as* much as they want In order to get more, 
some would offer to pay a slight premium, and the price would ns« It 
would tend to continue rising as long as anyone who was willing to pay a 




higher price (if necessary) could not obtain all the copper he wanted at the ^‘S ure Copper m Klutz 

existing price But as the price rises, some prospective purchasers alter 

their plans They decide they now want less copper than they originally 

planned to purchase The price is bid up by the competition of those who 

want more than is available to them And as it rises, the amount demanded 

declines At a price of $1 05 per pound, the quantity demanded equals the 

quantity supplied $1 05 per pound is the equilibrium price for the new 

situation of reduced supply It is the price that 'clears the market " This 

means that all purchases that people want to make al the premltng price can 

be made, while purchases that people are willing to make only at some 

lower price cannot be made 

Do prices really change in the way described above, or is this just part 
of the mythology of economists? The picture we have given is a simplified 
one It describes quite accurately the way some prices change, but not 
others We shall examine later what happens in the very common situa- 
tion where sellers have some power to set prices But we can pass by for 
now the question of whether this process is ' typical" in order to focus on 
our principal concern at the moment the relation between scarcity and 
shortage or surplus 
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| A price at which the quantity of a good demanded equal-, the 
quantity offered for sale ts called an tqmhlnm put The price k 
\ said to be 'at equilibrium ' or m equilibr um ' because the varf- j 

j ous factors pushing it in each direction just balance each other at 

* that price When the quantity demanded equals the quantity sup* 

* plied those who would like to see the price at a higher or lower 

. level don't have the ability to make it go higher or lower and 

| those who have the ability lack the desire 

i In Figure 4A when suppliers have 10 000 pounds they want to 
Sell and demand iS OD, the equilibrium price is 85c Sellers would 
1 hke to get more but any seller who holds out lot toon than BSt 
« won t find a buyer Demanders would prefer a lower price but 

i no copper will be available to those bidding less than B5c 

| Economists make frequent use of the equilibrium concept But 
j equilibrium is a theoretical construct to assist us in thinking 

j clearly it is not something we can observe Economists would «ay 

* that a pnee of 60? with the supply fixed atlO 000 pounds and the 

j demandat ODis a distquihhr um price because some suppliers fni j 

some demanders would prefer a higher price If purchasers arc 

* willing lo pay more the price will presumably nse from the tOf 

J el 

[ But if the government threatens to fine or imprison any pur. 

' chaser who pays more than the legal ceiling price can wc be sure 

| that purchasers will m fact be willing to pay more than 60< a 

f pound? With legal penalties taken mto account perhaps the 60e 

j price is an equilibrium pnee by the definition abo\e 
| The point is that equilibrium or disequilibrium depends upon 
t which factors we choose to include in our analysis Almost any 
j price might qualify as an equilibrium price under the appropriate 

assumptions We shall see in chapters 20 and 15 that the equw j 
libnum concept can confuse discussion at times by concealing 
critical assumptions 

\ - - 


What would have occurred if the government of Klutz had decided 
that copper was an essential commodity and therefore its pnee could not 
be allowed to rise? When the supply fell from 10,000 pounds per month 
to 8000 pounds, a shortage would have appeared the quantity demanded 
at the legally fixed ceiling pnee i\ ou!d exceed by 2000 pounds per month 
the quantity supplied The shortage is a dear consequence of the ceiling 
price and can be eliminated by removing the ceiling 
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Suppose that with the supply at the lower level of 8000 pounds and the 
price effectively fixed at 85<r per pound, the demand shifts from OD to 
LD How large will the shortage now be? Purchasers will want to buy 
16,000 pounds The shortage will therefore be 8000 pounds per month 

Would you like to see a shortage turn into a surplus before your very 
eyes 7 Let the demand continue at LD and die monthly supply at 8000 
pounds And let the government of Klutz now decide that since copper is 
an essential commodity its price must be supported at $1 30 a pound If 
you wonder how a government can argue first for a low maximum price 
and then for a high minimum price both on the grounds that copper is an 
essential commodity, remind yourself once again that those who talk 
about "essential ' commodities are often not much interested in logical 
conclusions 

If the government supports the price of copper at $1 30 a pound by 
offering to buy for stockpiling all of the supply which cannot be sold at 
that price, then 1000 pounds will have to be added each month to the 
government's stockpile VoiW A surplus It s easy once you learn the trick 
as many governments other than that of Klutz have often demonstrated A 
surplus, in case you are still looking for the formal definition, is a situation 
m which (he quantity supplied exceeds (he quantify demanded 

Notice that copper is still scarce despite the surplus Surpluses do not 
necessarily mean that scarcity has been overcome They may only mean 
that prices are not being allowed to decline It's tempting to assert that just 
as any shortage can be eliminated by a large enough increase in price so 
any surplus can be eliminated by a large enough decrease in puce But 
that could be misleading unless you realize that die price decrease might 
have to be so large as to make the equilibrium pnce negative Suppliers 
might have to pay demanders to take the commodity away If that sounds 
silly, how do you think we eliminate surpluses of trash? 


Supply Curves 1 A Brief Introduction 

We ve been assuming in the copper case that the problem is to allocate 
a tJiotlfllltf output of copper among competing demanders That assumption 
simplifies the exposition But you know very well that the output ot goods 
like lobster or copper is not fixed and unalterable We mentioned a few 
paragraphs back, in parentheses, that the quantity supplied also depends 
upon the price In other words, there are supply curves as well as demand 
curves Chapter 5 will launch us into reflection on the nature of costs and 
the relationship between costs and supply curves But a little anticipation 
at this point will be helpful 

Figure 4B adds a supply curve (S) to figure 4A It’s a relatively inelastic 
supply curve throughout the range of quantities and prices shown, a 
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foiling the budget makers 

If yoa re s producer mating use o i a scarce resource that may 
soon be put under government non price rationing be careful 
about economiz ng in your use of that resource The most com 
(non way to determine each user's quota is to base it on the 
. amount used in some previous period That means the producer 
fvho anticipates the imposition of a rationing system should 

* reverse the old rule of survival Waste not want not Those 

1 who waste the least btfo r controls will experience the most acute 

1 1 wants after controls 

The Soviet Union has accumulated a good deal of experience 
relevant to this problem under its system ol input allocat ons 
called planning by material balances The directors of Soviet 

* enterprises in addition to paying rubles for the inputs they 
received were not allowed to purchase most input* without an 
authonzat on from the government The allocation of these 

1 ‘ authonzat ons thus became the focu<> of concern for enterpnse 
directors who padded orders hoarded inventories and made 
/ sure never to end the planning period with a visible surplus of 
any scarce input 

The same process Dpeiates within most large organizations As 
f department heads and divis on chiefs look ahead to next years 
budget allocations they try to make sure they fully use up every 
th ng they were allocated for the current year lest some superior 
conclude that they didnt need as much as they were assigned ^ 
| This problem tends to arise whenever the users of scarce resources 
are not required to pay the full cost of what they use A price 
system on the other hand under which resource users must bid 
t what they want away from others avoids th s in two ways It sets 

prices at levels that reflect goods scarcities and by compelling | 
users to pay those prices induces them to take full account of the 
cost of their decisions 

f 


change in price will be accompanied by a smaller percentage change in 
the quantity supplied 

Price ceilings and price supports will lead to even larger shortages and 
surpluses when the quantities supplied as well as those demanded ate 
reponsive to price changes Look at figure 4B With demand at IP the 
market clearing price will be 95C a pound An effective price ceding o/SW 
would create a monthly shortage of 4000 pounds by inducing dmandets 
to want on JQQQ pounds each emth. while prompting suppliers to 
reduce their offerings by 1000 pounds per month 





Figure ftB Supply and demand 
hr copper 

Price Rationing and Non Price Rationing 

Shortages and surpluses that persist for any extended period of time 
will almost always be found to be a consequence of failure to allow pr ces 
to perform their rationing function Since rationing is a necessary conse 
quence of scarcity some other method of rationing will come into play 
when a price is set at a level that does not reflect actual scarcity A few 
years ago the United 5tates government tried to hold do vn the price of 
copper in the face of rising demand and a diminished supply New dis 
criminatory criteria came into operation such as willingness to stand in 
lute ability to influence sellers and dishonesty (thefts of copper increased 
s gmficantly) Are these rationing devices any better than price? 

It is hard to see in what way they might be better One important con 
sequence of rationing by means of pr ce is that it allocates the scarce 
commodity to those who are willing to pay more If you assume that some 
prospective buyers are willing to pay more than others because they plan 
to use the copper m products for which consumers are willing to pay 
more rationing by means of price has a tendency io allocate scarce com 
modifies toward those uses for which consumer demand s greatest And 
that makes sense 
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Remember the law of demand and the phenomenon of substitutability 
oft which it ultimately rests At a low, fixed price, copper users have little 
incentive to economize in its use by finding copper substitutes When the 
price of copper 15 allowed to rise, a long chain of substitutions is set in 
motion Home builders may cut down on the number of bathrooms for 
example, in order to hold down the cost of the houses they are construct 
ing New home buyers may look at the cost of an additional bathroom 
and decide, all things considered, that three aren't really much better than 
two Scarcity calls for economizing Higher prices for copper encourage 
everyone who uses it to do exactly that 


Allocating Housing Space 



You will get a better sense of what happens when prices are not allowed 
to ration effectively if we run through an example more within your own 
experience Suppose that the army suddenly reactivates a large military 
base far from any large population center Small towns in the vicinity of 
the base will experience a large increase in the demand for housing from 
military personnel and their dependents who prefer to live off the base 
Housing will become more scarce, and rental prices will begin to rise 

If rental prices are allowed to rise, people will want to purchase less 
housing space Renters will lease smaller apartments of double up with 
friends Some personnel will change their minds and elect to live on the 
base Some dependents will decide to locate farther from the area of the 
base Some military families will settle for being together just on week 
ends Moreover, owners of living space will economize, too People who 
own large houses will open up their basements and spare bedrooms to 
renters This means, in effect, that they will be demanding less housing 
space for their own use All of these economizing activities will alleviate 
the shortage and, if rental prices rise high enough, eliminate it completely 
The scarcity will still exist, there is no way to eliminate it, and few ways 
even to reduce it substantially in the short run But the challenge is to live 
with scarcity by economizing effectively Higher prices stimulate a more 
effective coping with the problem of scarcity by inducing people to sub- 
stitute other goods for housing space in an area of acute scarcity 

It has been argued in cases just like this that rent controls should be 
imposed to keep greedy landlords from exploiting the situation But if 
legal rent ceilings are imposed, the price of housing will be prevented 
from performing its rationing function A shortage will appear The quan 
hty demanded (at prevailing and legally fixed rentals) will exceed the 
quantity available Some way will have to be found to ration out the short 
supply We can easily predict some of the rationing devices that wil 
appear 

Families with children will be discriminated against Why rent to people 
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with children who are more likely to damage die property when at the 
same price you can find plenty of renters without children? 

People who are noisy or have other habits offensive to landlords will 
be discriminated against Why tolerate unpleasant tenants when there 
are plenty of pleasant ones around* 

Members of minority races will be discriminated against for the same 
reason, if landlords tend to harbor racial prejudices 

Discrimination will occur also on the basis of agility, personal influence, 
friendship with someone who has an apartment he plans to vacate, and 
all sorts of bribes, legal or illegal 

There will be a decline m the quality of accommodations from the 
tenants' standpoint Landlords will provide minimum heat They will 
refuse to paint They will insist on large deposits and extract large break- 
age fees from tenants 

Moreover, with rent controls, we would have less reason to expect that 
housing would go to those most desirous of obtaining it At $75 a month 
the single soldier who wouldn t much mind living on the base might wind 
up nonetheless with an apartment m town, thus depriving the newly 
married army couple of an apartment for which they would be willing to 
pay $125 If rents are allowed to nse, those who are less buy less leaving 
more for those who care more That at least makes more sense than 
rationing without regard to intensity of desire 


HOW MUCH MEDICAL CARE 15 NECESSARY ^ 

William Sherman a reporter for The Nnr 'lork Daily News 
conducted an experiment a few years ago that \mdly demon 
strafes some of the dangers m casing medical care a necessity He 
borrowed a Medicaid card and presented himself at a private 
clinic in New York City claiming to have a cold After \isitmg 
the dime twice on successive days (and reacting an invitation to 
return for a third visit), he had been examined by three physicians 
had been subjected to i cardiogram X rays three blood tests, and 
two urinalyses and had collected six drug prescriptions 

We should not conclude that the dime behaved irresponsibly 
A responsible physician wants to take as few chances as possible 
with a patient s health, and will therefore lend to run a lot of tests 
and prescribe generously if >emeone else is paying all the bills A 
physician who knows tbit the patient must pay for tests or pre- 
scriptions will order them only if there is a higher probability of 
their serving some useful purpose 
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MANAGING SCARCITY: A CASE STUDY 
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QUANTITY DEMANDED PER MOOTH 
Figure 4C Protected growth in demand 


When the "energy crisis" became front page news in 1973, "finding Ihe 
villain" became a favorite indoor sport But there ls one villain at whom 
we too rarely point an accusing finger the public and its careless way of 
thinking about scarcity Too many people have been talking and acting 
as if prices contributed nothing to the appearance of the crisis and can 
make no contribution toward its solution 

An alarming number of commentators on the energy problem continue 
to speak of national "needs" and to predict future increases m energy 
consumption from past increases in a purely mechanical way But how 
much energy is demanded depends upon its price, and the rate at which 
consumption will increase (or decrease 1 ) in the coming years depends 
upon what happens to prices over those years let's take gasoline as out 
example again Figure 4C pictures the way many people seem to view the 
situation 

Given all the evidence of a high income elasticity of demand for gaso- 
line, that may be a reasonable sort of protection But it's a projection that 
fails to take into account the consequences of the very problem it gloomily 
forecasts 

Increasing demand creates a problem only if supply cannot keep pace 
But that means increasing scarcity and increasing scarcity leads to higher 
prices and hence a slowdown in the rate at which the quantity demanded 
increases A lot of commentators have chosen to ignore the distinction 
between demand and quantity demanded And that's evidence that they 
are ignoring the role that higher prices can play in rationing a scarce 
supply and keeping a problem from becoming a crisis But how much higher 
will pnces have to go? 

We learned very quickly after the announcement of the oil embargo 
that the number of miles Americans will choose to drive their automobiles 
depends, among other things, on how much they must pay for gasoline 
Our recent experience doesn't provide good data on the demand curve for 
gasoline because the monetary price wasn't the only component of cost 
that rose for the consumer Waiting in line is also a cost, and that went 
up-sharply in some parts of the country Being stranded on a tnp is a 
cost, too, and many people who might have been willing to pay a high 
price for their gasoline were not willing to run the risk of an infinitely high 
price (none available at all) on a Sunday excursion far from home Patri- 
otism or public spirit played some role, too, in reducing consumption 5o 
did the reduced highway speed limits So while we have evidence that the 
higher price did reduce consumption, we don't know just how much it 
contributed 

We have even better evidence that the higher price will reduce futun 
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consumption Automobile dealers suddenly found customers chmor ng Figure 4l) i id 

for cam that gof good gasoline mileage and Detroit learned {hit the Jem m. t<* 

American motorist supposedly infatuated hopelessly with power and 

size was a fickle lover after all With astonishing rapidity consider ng the 

apparent depth of the previous commitment Americans abandoned accel 

eration to court the new status symbol of economy 

Of course the fact that higher prices can eliminate shortages docsn t 
proa e we should let them do so It surelv doesn t prove that price increases 
should be allowed to bear the whole burden of adjustment Lets put the 
tools of demand and supply to work in a s\ sterna tic na\ to see if we can 
sort out the effects of alternative pohc\ approaches Well make *ome 
assumptions about the shape of the demand and supply cures tha w 11 
serve to demonstrate the nature and direct on of the effects we might 
anticipate 

Let D t m figure 4D represent the imt al demand for gasoline If 100 




this criterion r tion ng through h gher seireh and queue costs is c i r! 
inferior o pnee rationing 

Is it nonetheless more equitable 7 Before deciding we would w nt to 
consider the distribution of those queuing costs People w ho \orked from 
8 to 5 encountered long lines on the r way to work and closed pumps it 
all the other times the\ were free But those who worked bankers hours 
or had adult family members who didn t work at all could slip into the 
stations at slack times and a vo d the cost of u ntmg V\ as that equitable? 

It may be more important though e en from the standpoint of equity 
not to concentrate exclusively on what will happen next seek or c\ en next 
month A higher price for gasoline encourages people to shift to smaller 
cars to make up or pools to use public transportation perhaps e cn to 
relocate closer to \ ork if they int cipate a permanenth higher price 1 The 
curve labeled shows what might happen to the demand as a result of 
these kinds of adjustments The price could conceivably fall below the 
original price despite the reduction n supply We iren t predicting this 
result since the curve will tend to mo\e upward and to the right due to 
rising incomes even while it s tipping back \ ird due to the 1 nds of 
adjustments we ve described But it s possible especially with a com 
modity like gasoline whose rite of consumption depends so very much 
on decisions made earlier private decis ons to o vrn gas guzzler live in 
the suburbs while working in the city or not bother with hunting for a 
cir pool and collective decisions on what kind of publ c tnnsportation 
system to have If a h gher price for gasoline increases the demand for 
public transportat on and the public transportation system is dramatically 
improved in response to that demand peoolc might be weaned from their 
automobiles and not go back to them even though the price of gasoline 
fell below its former level In the example depicted by the curves of 
JqjurceAP .thepiav Avnnldutf. tied ssp. to V/iis j. result /if .the .reduced 
supply then fall gradually to 32c as the demind declines over tme 
toward D 

Some of the concern expressed for the poor by those who wanted price 
ceilings rather thin price rationing has to be seriously questioned It s not 
only that the poor tend to buy relatively little gasoline Chevp gasoline 
and the automobile oriented societv that it fosters have imposed a burden 
on the poor by contracting or eliminating public transportation systems 
V ewed in this context the proposal for a large hike in the federal gasoline 
tax could be supported by people who want to reduce the cost of tnns 
portation for low income people Such a tax by announcing a higher 

1 It s h d to n g ne n ny people ell ng it c hous n o drr to no v cl o ihr 
offc or f dory Bu( romance tl al ! cal on rel t c to o k s i facto i n p op e are 
choos ng i place to I ve tha Nn enc ns mo e f tq cn I nd th t o e p r od o ^ 
v pn r cantlj h her tr n port, t on cos II therefore rcsul n i lo rr a * ^ s Jncc 
let ecu re< denee a d v or) phec 
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oil companies This line of argument led to the recommendation that the 
price of gasoline be raised to a market clearing level by means of a higher 
tax The higher tax would restrict consumption without enriching the 
supposedly undeserving suppliers of gasoline Passing over the question 
of which suppliers are ' undeserving" and why fas well is some addition il 
complications created by the fact that the tax would transfer purchasing 
power from consumers to die government) we note that the proposal 
does allow the price to do its rationing job Of course the government 
will have to search for the precise size tax that will lead to a market 
clearing price it doesn't have the advantage of seeing the demand curves 
m figure 4D, an advantage reserved to the writers of textbooks and others 
who solve only hypothetical problems It can, however ignore the curve 
5, since the government rather than suppliers will tolled the higher 
price, no additional supply will be forthcoming With the rate of supply 
constant at 90 billion gallons, no pnee controls, and an additional tax of 
16? per gallon, the price will nse to 52c with demand at Dj and eliminate 
the shortage, but suppliers will still get only 36c, eliminating any windfall 
gams 

An interesting proposal aimed at preventing windfall gams while also 
protecting low income consumers called for the issue of ration coupons 
that could be freely bought and sold Customers would then pay 36c plus 
one coupon for a gallon of gasoline The supply of coupons would be 
restricted to match the available supply of gasoline Since suppliers would 
not be receiving a higher price under this system the amount of gasoline 
available would not increase only °0 billion gallons would be available 
for allocation With demand at D ( , therefore the price of a ration coupon 
good for one gallon of gas might go to about 16c, bid up to that level by 
consumers who wanted to buy more than their allotted share of gasoline 
Consumers willing to use less than their allotment would sell coupons at 
the market determined price to those who wanted to use more And surely 
business firms, given the enormous variation in their demands, would be 
active traders in the coupon market Don't assume that the poor would 
sell to the rich ft isn't that simple Some (ow income people would be 
unwilling to restrict their consumption and would end up buying coupons 
from higher income people who were willing to do so We can't predict 
with any confidence hoiv such a scheme would redistribute income We 
can and should note, however, that the gainers would net be gasoline 
suppliers Those who paid 52c for gasoline (36c to the station, 16c for the 
coupon} would be transferring income to other gasoline consumers, and 
so the flow of gasoline to the pumps would not increase 

Would this be an equitable sy stem ? Before ansn enng be sure \ cu know 
exactly how the allotments are going to be distributed One book of ration 
coupons per person is overly generous to families with a lot of small chil- 
dren One per licensed driver discriminates m fa\ or of families with c e\- 
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e«I kense-pacfong teenagers One per car isn t fair to the large family 
with a single ar but may provide the family with two or three care more 
gasoline than they ordinarily use Moreover, by allotting ration coupon* 
to cars the government will increase the demand for clunkers cars Hill be 
kept indefinitely in order to obtain the associated gasoline ration The real 
dilemma* begin however, when we asktboui the alhcjtm of coupons to 
industrial commercial, and agricultural users Their situations vary so 
widely that it would be an impossible task to determine the proper q uan 
titles each should receive Remember, finally, that a system widely regarded 
as unfair will be that much harder to administer 


REFLECTIONS ON PRICE SYSTEMS 

Jf a good is scarce, it wil] be rationed Some kind of discriminatory 
criteria will be used to allocate the good among competing claimants Hie 
social choice, therefore is never between rationing and nonrationing but 
among alternative rationing systems It s a bit misleading to talk about 
"the social choice " however, because societies rarely discuss the options 
and make a conscious choice Most people just take for granted that what 
has been is what ought to he But in periods of rapid inflation when a lot of 
prices nse significantly above the levels to which people are accustomed 
or when particular goods suddenly become much more scarce and their 
prices |ump sharply, people start to entertain doubts about rat onmg by 
means of price They begin to call for price controls, and that is ui effect a 
call for an alternate rationing system 

Its even more than that m reality, for relative prices determine the 
organization of production as well as the distribution of the product 
There is in fact no larger, more important or more difficult issue in eco- 
nomics than the evaluation of the pnee system On this, at least the 
defenders of capitalism and of socialism (at least among economists) have 
historically agreed Defenders of capitalism have usually extolled the 
efficiency of an economic system in which prices are set by supply and 
demand and have called attention to the degree of mdi\ idual freedom that 
this permits Proponents of socialism, on the other hand have often 
objected to the injustice of such a system and have argued that it enslaves 
people to an economic order which no one controls 

When scarce goods are rationed by means of money prices, nch people 
can buy milk for their pets while poor people cannot get milk for their 
children This is the traditional and still the most common argument 
against price rationing Those who have money can satisfy therf most 
trivial wants while those who lack money may have to go hungry and ill- 
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clothed It is a compelling argument (Remember ho\ ever that poo 
resource allocation occurs within families «.s v ell as among fam Iks \U\ 
nutrition is sometimes found m children of wealth) Lm lies) But what 
are the social alternatives? 


Creating an Alternative System 

It s difficult if not impossible to keep the vord t I from sneaking 
into any description of an alternative But even if we relax our prohibition 
against that word in order >o concede th*t little children need mill we 
will not solve the problem How mi cl milk does a child need 7 V\hat ugf 
child are we talking about 7 And how much milk should «di U reteiv e 7 \\ e 
could if we chose to establish nutntional schedules for every age and 
allocate milk in accordance with tho«e schedules But our problems would 
only have begun 

Bread clothing and fuel for domestic heating are just j fe v of tl e goods 
that would crowd in for considers on after milk had been rationed Would 
we want to grant equal rations of these goods to people without regard to 
their size occupation or the winter temperatures where they reside 7 TfiJt 
may be equality but it hardly seems like equity And what about such 
divergent personal characteristics as basil metabolism? Some people eat 
like horses and find cold weather inv igorating others eat like birds set the 
thermostat at 80 degrees Fahrenheit and «till shiver without a woolen 
sweater How could the rationing authorities take such diFerences into 
account? They probably could not do so ind would be compelled to per 
petrate some glaring injustices b\ treating all people alike 

Some of these inequities could be eliminated if er ‘he initial equal 
distribution of necessities bv allowing the young man with the high 
hasa.1 .roe&kitam Jo trade a MJf c . Jnthuyg and fuel pd to the old man w ith 
poor circulation in exchinge for some bread It s hird to imagine that such 
exchanges would tot take place even if they were prohib ted and since 
they can obviously increase the welfare of bo h part es to the exchange 
whv shouldn t they be allowed 7 

But another question anses now How will the hungry hordes local the 
shivering birds and vice versa 7 A lot of time could be consumed under 
such a system in searching for people with whom to barter ind n nego i 
ating the terms of exchange Who will be willing to gw c how man\ loaves 
of bread for a wool sweater (which has to fit 1 ) or a gallor of fuel oil (u c e 
less of course in natural gas furnaces) 7 V\ hile the potential advantages 
of exchange would be considerable under such i svstem the cost of 
arranging satisfactory transactions m time and effort would be v signifi 
cant barrier to extensive trade Many beneficial barter transactions would 
not be made simply because people had not found one mo her 
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Evolution toward a Price System 

This difficulty could be partially overcome through the development 
of trading centers Unless they were rigorously prohibited, such centers 
would undoubtedly evolve rather quickly The hungry horses could then 
exchange clothing for bread at the trading centers, while the shivering 
birds went there to exchange bread for clothing The trading centers could 
pay for the scarce resources used in operating them by giving, let us say, 
25 loaves for a sweater and asking 26 loaves when they in turn resold the 
sweater The hungry horses would be delighted with 25 loaves, since their 
own limited contacts probably wouldn’t turn up anyone willing lo give 
more than 20 and the shivering birds would gladly sacrifice 26 loaves 
since on their own they probably couldn't find anyone demanding fewer 
than 30 

[f most goods in this society continued to be rationed by means of 
money prices, money would be in demand and the trading centers would 
probably just buy and sell for money rather than engage m barter People 
would bring them extra rations into the trading center whenever the pnces 
being quoted there made the money (and what it would buy) more attrac- 
tive to them than the goods, and would purchase extra rations from the 
trading center when they found the goods more attractive than the money 

Perhaps you've noticed by now that we have been describing the evolu- 
tion of a price rationing syslem Step by step, in a perfectly logical way, 
people would transform a rationing system based on “need ' into one that 
used money pnces simply by searching for ways to improve their welfare 
If all goods were allocated according to 'need" and Ming sold (originally) 
for money an extensive network of trading centers would developbecause 
the opportunities to gain from exchange would be so vast and so numerous 
while the cost to individuals of making the exchanges on their own would 
be quite high If the government failed to provide money, even that diffi 
culty could be at least partially overcome a commodity like cigarettes 
might be called into service 1 

Unless the government checked this evolution by prohibiting exchange 
or by forbidding the formation of trading centers {the latter step would 
inhibit exchange by making it a far more costly activity), a system of 
rationing by means of money prices would evolve out of a system of 
rationing according to "need " Of course, everyone would in effect have a 
minimum guaranteed income, which could be stated either in terms of the 
goods ui his basicratam or the money those goods could be exchanged for 
at the trading centers The same effect on income distribution could be 
achieved in a far less cumbersome fashion, however, simply by providing 

l The reader who finds thisa little farfetched is urged la read R A Radford on TheEc*- 
nomic Organization of * PO VV Camp ' reprinted in the appCrtdi*. 
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every citizen w ith a minimum money income and allowing pnces to con- 
tinue them rationing function 

We observed earlier that the demand for price controls was m reality a 
demand for an alternative method not only of rahonmg scarce goods but 
also of organizing production Most people who want foe government to 
control the price of beef or gasoline or to protect consumers m general 
against price gouging' have in mind no such sw eenmg reforms, however 
Basically they want the price system to continue functioning thev just 
want a few of its rough edges blunted b> political intervention 


Economics and Politics 

Pace rationing is for the most part an impersonal process When the 
price of gasoline rises as a result of a larger demand or a smaller supply, 
those who are willing to pay the higher price get as much gasoline as thev 
want and those who are unwilling do without Race, sex, religion, political 
beliefs, length of hair, character, and temperament are irrelevant 

A price ceiling set below the market clearing level alters the situation 
Since station operators now have more customers than they are able to 
satisfy, they can, if thev wish, discriminate in favor o c regular customers 
Or thev can discriminate against afternoon 2 nd weekend customers b) 
opening their pumps onlv on iveckday mornings 77ns also has the effect 
of discriminating against people who work from eight to five the) must 
purchase gasoline on the way to work and that forces them to leave home 
earlier and bum up both gasoline and patience in long queues Rationing 
systems of this kind are highly arbitrary and offend most people's sense of 
justice Rationing by queuing is also inefficient, as we have pointed out. 
Since the real costs that are borne by those who must wait in line are dead 
weight costs, they do not become income for someone else 2 s does a 
higher money price 

And so private rationing systems devised bv sellers usually lead to a 
demand for rationing through the political process What are the pnrcipal 
advantages and disadvantages of political rationing? 

Its mam advantage lies m the fact that people tend to regard political 
rationing as basically equitable, at least in its early stages When the 
government takes over and allocates scarce supplies, ever) one gets his 
"fair share", at least everyone is more Itldy to get his fair share than under 
other systems Or so many people apparently believe The belief is impor- 
tant whether it is true or not But political rationing systems seem to have 
rather short useful lives Jt is extraordinarily difficult to device a system 
for allocating gasoline and diesel fuel that will guarantee adequate sup- 
plies to "essentia!" users, distribute what remains in an equitable fashion, 
and protect the interests of firms in the supply svstem Truck drivers wifi 
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not agree, for example, that agriculture is a more "essential ' industry than 
transportation And if they aren t given what they want and sincerely 
believe they deserve truck drivers will feel justified in demonstrating how 
essential their services are by going on strike They also know that a 55 
mile per hour speed limit on large trucks that have been designed for 
higher musing speeds forces them to bum more fuel not less and they 
resent being compelled to pay these higher costs just so motorists wont 
hive to bear the indignity of being passed by a truck Of course the 
55 mile limit will not stick if too many motorists conclude that it is unfair, 
which they are more likely to do if they are frequently passed on thehigh 
way by large trucks So how do the government rule makers arrive at 
efficient and equitable decisions that are also pruned as efficient and 
equitable? 

They will inevitably rely on past allocations as a basic guide For 
example, they may allocate to each geographic area for the current year 
some percentage of the quantity it consumed last year That seems fair at 
first glance a reasonable way of spreading the shortage But it is not fair 
at all when the shortage has itself altered the geographic pattern of con- 
sumption As a direct consequence of a gasoline shortage fox example 
fewer motorists take long trips With fewer people on the highways the 
demand may actually decline in rural areas along major highways while 
rising in urban areas, leading to patterns of surplus and shortage That is 
neither efficient nor equitable 

According to a February 1974 wire service story the mayor of a West 
Virginia coal town decreed that any gasoline truck passing through the 
city would be stopped and unloaded In itself the incident means little, as 
a symptom of the basic disadvantage of political rationing it may be $g- 
mfiant When government allocates scarce resources an impersonal 
rationing system is replaced by one managed by human beings in a very 
visible way What people might previously have accepted as unfortunate 
but inevitable, like 'arts of God ' now come to be seen as under human 
control and therefore avoidable Criticism focuses on the government 
allocators, the inequities of their decisions, real or imagined, are widely 
advertised the system is increasingly regarded as fixed and therefore 
unjust, and laws perceived as unjust do not command allegiance The 
West Virginia mayor no doubt felt himself fully justified m confiscating 
some other area's gasoline for the sake of his community But rationing on 
the basis of a lot of individual and highly biased perceptions of efficiency 
and equity is clearly not a viable system in the long run 

Perhaps the most significant feature of the government price and wage 
controls introduced in August 1971 and retamed in a wavering fashion 
mto 1974 was precisely that they wavered They were imposed with fan 
fare That apparently quieted the rumblings of those who believed the 
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government had an obligation to control price gouging and checn rnfla 
tion 1 They were then quietly relaxed That enabled prices to continue 
performing their allocative function This is hardh an ideal procedure 
But the intelligence and undemanding or ignorance and mtsunde 
standing, of citizens finally determine the shape of public policv m a 
democratic society 


Once Over LighfK 

Scarcih. is a relationship between a aiiabihS and desirability A good 
is scarce when there is not enough a ailabfe for everyone to have all that 
he wants at no cost 

Scarce goods must be rationed m some wav 
Even, rationing svstem must emplov cn ena of some hind to discnmi 
nate among those who want scarce good* 

Competition is the attempt to *atirfy whatever discrxnunator} cntena 
are being used to ration the scarce goods 
Rationing by the criterion of monetan price encourages people to 
acquire money The social consequences of this will largely depend on the 
discriminatory cntena that mus‘ be satisfied m a socieh m order to obtain 
monetary income 

A shortage of a good exists when the ouanhtv demanded is greater than 
the quantity supplied (at a given price) A shortage can al vavs be ehmi 
rated by a sufficienth large pnce increase 
A surplus of a good ex sts when the quanti \ supplied is grea er than 
the quantity demanded If a surplus still existed n hen the price of a good 
was zero that good would not be scarce 
Rationing a good b> means o ( monetarv pnce discnmmates m *avor of 
those who receive high monetar, incomes whether l hrough diligence 
luck genius or knaverv But it also discnmina es m favor of those who 
want the good more strongly and are therefore willing to give up a larger 
portion of their monetary income to obtain it 
An equifibnum price is a price that adjusts the mien m‘of buyers and 
sellers until the quantity people want to purchase is equal to the quantity 
people want to sell Economists make extensive use of the equilibrium 
concept as a wa> of predicting the consequences of particular se‘s of or 
cumstances An equilibrium is never observed it is deduced from the 
assumptions the analyst is using and may therefore change if the assump 
tions are expanded or otherwise altered 

1 Nothing m this disco s on should be aLo ed to g ve lh° mp e<s or fct governrj‘ , ni 
is po veriess to control motion Ue are pos'pomng xanunafron of the au.es o! wBetion 
until chapter 17 There vou w li begin to s*>e that the federal go\enunent has subs^nba! 
power to affect the o\eraff pnce HeL 
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When prices are held below their market clearing level, purchasers 
must often pay the cost of waiting m line m addition to the money pnee 
Queuing is a dead weight cost because the loss to the purchaser is not a 
gam for the seller 

The diversity of human wants is by itself enough to create the poten 
tiality of gams from exchange An economic system in which goods are 
bought and sold for money facilitates extensive exchange 
Many people discern important inequities in a social system that rations 
by means of money prices The advantages and disadvantages of such a 
system must be compared with the advantages and disadvantages of alter 
native and feasible systems 


QUESTIONS FOR DISCUSSION 

1 Many ceiling prices were fixed by law in World War II How were scarce 
goods rationed* 

2 Why was the sale or barter of ration stamps in World War H prohibited? 
Who would gain and who would lose if citizens were allowed to exchange 
ration allotments? 

3 State colleges and universities usually set a very low tuition How do they 
ration Scarce facilities* Who do you think gains from this system? Why 
might professors and administrators of state schools prefer nol to have 
scarce facilities rationed by means of higher price (tuition)? 

4 There are no toll charges for driving on many urban expressways during 
the rush hour How is the scarce space rationed? 

5 Parking space is often sold on college campuses at a zero price How is the 
scarce space rationed? If all students who bring cars onto the campus are 
charged $10 a year by the college as an automobile registration fee, is the 
fee a rationing device? 

6 If the supply of turkeys in a particular November turned out to be unusually 
small do you think a turkey shortage would result? Why or why not? 

7 (a) There is currently much concern about a growing surplus of college 
teachers How could the surplus be reduced or eliminated? Do you think 
this is likely to occur? Why or why not? 

(b) Notice that a surplus of college teachers can also be viewed as a 
shortage of college teaching positions How will the scarce supply of post 
pons be rationed if the price (salary of teachers) is not allowed to perform 
this function? 

8 How do you account for the fact tha f people were deeply concerned about 
world food shortages in 1974 when only five years earlier the governments 
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of Australia Canada and die United States had been worrying about 
surpluses? 

9 If you travel through the Western states in the summer you are much more 
likely to encounter a shortage of camping spaces than of motel rooms Why? 

10 When motels raise their rates during the season and reduce them off 
season are they exploiting customers or promoting a better allocat on of 
resources? 

11 The government did not impose controls on sugar puces in 1974 and the 
price per pound rose about 600% Did the high pnee cause any more sugar 
to be available in 1974 thin would have been available at a lower controlled 
price? Do you think there would have been any refined sugar available on 
grocers shelves if the government had frozen the price near its original 
level? Where would it have gone? 

12 Would scheduled airline flights be bunched as much as they are at the 
popular hours if airports based landing fees on the time of day as well as 
weight? What are the costs created by the present system with its alter- 
nating shortages and surpluses of landing and takeoff times? 

13 Here are data on total energy consumption in the United States m selected 
years Project energy consumption for 1975 and 1980 by making a rough 
extrapolation Compare your projection for 1975 with the data for actual 
energy consumption (Try look ng in the most recent Statist cal Abstract of 
the United Stales which has a comprehensive ndex) 

1955 39 956 trillion British thermal units 

1960 44 816 

1965 53969 

1970 67143 

1975 

1980 

14 In 1972 to celebrate an anniversary a Chicago bank offered to sell $100 bills 
for $80 cash to each of the first 35 customers who appeared at opening time 
(9 a m ) on its birthday How would you suppose the bills were rationed? 
What kind of people do you think managed to buy the cut rate $100 bills? 

15 In chapter 2 we asked you to think about a registration scheme under 
which students would pay more tuibon for 10 o clock classes and receive 
discounts for taking 8 o clock classes Why do colleges not charge higher 
prices for the hours in greater demand? A student willing to pay a friend $5 
to stand in line for him and grab a 10 o clock section might protest vigor 
ously if he were charged an extra $3 to take a 10 o clock class-even though 
the $3 fee gets r d of the line wh ch he would pay $5 to avoid If you think 
this is plausible after reflecting on it how would you explain it? 

16 If a ceiling price of $1 per pound were set on lobster sold at retail where 
could you go to eat i lobster? 

17 If the distribution of income were equalized would everyone purchase the 
same quality automobile? Against whom do automobile prices discriminate? 
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AND THE SUPPLY OF GOODS 


Most of our attention has been focused until now on demand We've 
been looking at the way m which prices ration available supplies by per- 
suading people to substitute alternative goods But what determines the 
available supplies, or the amount of each good offered for sale 7 
The answer is cost But this reply raises as many questions as it answers 
once you begin to think about it What do we mean by cost 7 We shall try 
to convince you in this chapter that it makes sense to think of cost as the 
value of sacrificed opportunities Economists call this concept opportunity cost 
and it ties together, as we shall see the law of demand and the principles 
governing supply 


OPPORTUNITY COST CONCEPT AND APPLICATIONS 

The following exchange occurs in a college dormitory on a Monday 
night m the fall 

"Hey, Jack, do you want to go see the new Bergman movie? It closes 
after tonight " 

"Golly, I'd love to but I can't We've got a Russian test tomorrow and 
I'll flunk if I don't cram some vocabulary' 

"Forget it You can borrow my vocabulary cards in your tee period 
tomorrow An hour with the cards right before class is a B for sure ' 
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"Well-trouble is the Redskins and Miami are on TV tonight and Id 
rather watch the game if I don't have to study ' u 

"We'll go at six and be back for the kickoff 
' All right lust let me see how much money I ve got Fh e 5lx 
seven eight dollars— to last until I get paid on Thursday And 1 m out 0 / 
meal tickets 1 ' 

Eat peanut butter sandwiches 1 1 thought you wanted to see the movie * 
"I do 0 K 1 11 let my stomach shrink a little until Thursday Should we 
leave at quarter to six? 

The real cost of any action {going to a movie, buying a pair of Jeans 
manufacturing a lawnmower, moving to Halifax, raising beef cattle 
building a hardware store, taking out an insurance policy) is the value of 
the alternative opportunity that must be sacrificed in order to take the 
action The cost for Jack of going to the movie was at first calculated as a 
passing grade (given up 1 ) in Russian When his friend showed him how 
to reduce that cost, Jack looked at the next most valuable opportunity he 
would have to sacrifice if he went to the movie watching the Monday n ght 
football game, a game he particularly wanted to see His friend eliminated 
that cost for him and Jack turned to the money cost But money wasn't the 
real cost The real costs that dollars and cents represent are the oppor 
tumhes given up when the money is spent m one way rather than another 
The two dollars Jack will spend for the movie represent some meals he 
would have liked to eat but is willing to sacrifice in order to sec the f 1m 
The theory of supply m economics is not essentially different from the 
theory of demand Both assume that decision makers face alternatives and 
choose among them, and that their choices reflect a comparison of the 
benefits anticipated from the alternatives The logic of the economizing 
process is the same for producer? as rf is for consumers 


Producers' Costs as Opportunity Costs 

When we think about producers' costs, asking ourselves for example 
why it costs more to manufacture a ten-speed bicycle than a redwood 
picnic table, we tend to think first of tokal goes m h the production of each. 
We think of the raw materials, of the labor time required, perhaps also of 
the machinery or tools that must be used VVe express the value of the 
inputs in monetary terms and assume that the cost of the bicycle or the 
table is the sum of these values Thatisntwrong But it leaves unanswered 
the question of why the inputs had those particular monetary values The 
concept of opportunity cost asserts that those values reflect the value of 
the inputs in their next best uses, or the value of the opportunities fore- 
gone by using the inputs in the production of bicycles and picnic tables 
The manufacturer's cost of producing a bicycle will be determined by 
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what he must pay to obtain the appropriate resources He must bid these 
resources away from alternative uses Insofar as these resources have other 
opportunities for employment, he must pay the value of the best such 
opportunity The value of these foregone opportunities thus becomes the 
cost of manufacturing a bicycle This makes excellent sense For the 
meaningful cost of obtaining one more bicycle is the value of what must 
be given up or sacrificed or foregone m order to obtain that bicycle 

Consider the case of the picnic table Part of its cost of production is the 
price of the redwood Assume that the demand for new housing has in- 
creased recently, and that building contractors have consequently been 
purchasing a lot more redwood lumber If this causes the price of lumber 
to rise the cost of manufacturing a picnic table will go up Nothing has 
happened to affect the physical inputs that go into the table, but its cost of 
production has risen nonetheless For houses containing redwood lumber 
are now more valuable than former!) and the table manufacturer must pay 
the opportunity cost of the lumber he wants to put into his picnic tables 

The concept of opportunity cost explains also how labor enters into 
production costs A worker must receive from his employer a wage that 
persuades him to tum down all other opportunities A skilled worker will 
be paid more than an unskilled worker because and only insofar as those 
skills make him more valuable somewhere else A worker who can install 
wheel spokes while standing on his head and whistling ' Dixie" is mar 
velously skilled But our bicycle manufacturer will not have to pay him 
additional compensation for that skill unless his unusual talent makes him 
more valuable somewhere else That could happen A circus might bid for 
his talents If the circus offers him more than he can obtain as a bicycle 
producer, his opportunity cost to the manufacturer rises In that case the 
manufacturer will probably wish him goodbye and good luck and replace 
him with another worker whose opportunity cost is lower 

If the National Basketball Association and the American Basketball 
Association merge into one league what happens to the opportunity cost 
of physically coordinated seven-footers 7 With two leagues, each player 
has two teams bidding for his services What either team must pay to get 
him is determined by what the other team is willing to pay and is based 
on its estimate of his value to the franchise If the leagues merge, however, 
the right to hire a particular player is assigned to a single team and the 
opportunity cost of a well coordinated seven footer will fall to the pre 
sumably much lower level of his value in other lines of work It s not sur- 
pnsmg that owners of professional basketball teams prefer one league 
to two 

Lets take a less unusual case If a large firm employing many people 
moves into a small town, the cost of hiring grocery clerks, bank tellers 
secretaries, and gasoline station attendants in the town will tend to go up 


Why? Because grocery stores banks offices and gasoline stations must 
all pay the opportunity cost of the resources they employ, and more vain 


first But that will pull women out of some jobs and thereby create adds 
trortal opportunities for men so that the opportunity cost of male workers 
y wJ] also tend to rise 

The resource that most dearly illustrates the opportunity cost concept 
is probably land Suppose you want to purchase an acre of land to build a 
house What will you have to pay for the land? It will depend on the value 
of that land in alternative uses Do other people view the acre is a choice 
residential site? Does it have commercial or industrial potentialities? 
Would it be used for pasture if you did not purchase it? The cost you pay 
for the land will be determined by the alternative opportunities that people 
perceive for its use 


Case Studies in Opportunity Cost 

Let's examine some other cases of varying costs to see how the concept 
of opportunity cost explains familiar but often misunderstood phenomena 

Why has the cost of a haircut gone up over the past 40 years so much 
more than the cost of goods generally?lt's because potential barbers have 
alternative opportunities If people want their hair cut by professionals 
they must be willing to pay enough to bid barbers away from these alter 
native employments As wage rates increase elsewhere in the economy 
the opportunity cost of being a barber and hence the opportunity cost of 
hiring one rises also 

Why is it often so much harder to find a teenage babysitter in a wealthy 
residential area than in a low income area? The frustrated couple unable 
to find a babysitter may complain that all the girls in the neighborhood 
are lazy But that is a needlessly harsh explanation Teenage babysitters 
can be found by any couple willing to pay the opportunity cost That 
means bidding the babysitters away from their otherwise most valued 
opportunity If the demand for babysitters in the area is large because 
wealthy people go out more often, and if the local girls receive such gen- 
erous allowances that they value a date or leisure more than the ordinary 
income from babysitting, why be surprised to find that the opportunity 
cost of a babysitter is hign? 

Why did the cost of a college education rise so steeply during thedeeade 
- ^ w _ i - nation lies m sharply increased 

l partly of 
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Ask your friendly neighborhood professor and he will probably tell you 
about the long years that must be spent getting a Fh.D and the impossi- 
bility of doing research while teaching twelve hours. Any good member 
of the professorial guild will assent to the virtues of those arguments, but 
no good economics professor will be much impressed with their cogency 
as an explanation of why professors earned more at the end than at the 
beginning of the decade, and taught less. The rapidly rising demand for 
professors provides the explanation. State legislatures poured money into 
building new colleges and expanding old ones; the federal government 
responded to the Sputnik scare by appropriating vast sums for higher 
education and for research, which gave teachers new opportunities; the 
World War II baby boom became a college-student boom in the 1960s; 
and a larger percentage of the population became persuaded that a college 
degree was the passport to the good life. The government and private 
industry meanwhile increased their demand for the services of highly 
trained personnel, improving a wide range of opportunities for people 
with extensive education. The net result was a vastly increased demand 
for the services of college professors. College professors, too, are scarce 
resources with opportunity costs. A larger number of them was obtained 
by bidding them away from alternative employments with the offer of 
higher salaries and reduced teaching loads (Every college professor knows 
that it is easier to raise his income by finding a better opportunity else- 
where than by reciting his virtues to his current dean. Deans are more 
attentive to the recitals of professor $ with alternative opportunities.) 

Why does the high school dropout rate decrease during a recession? The 
opportunity cost of remaining in high school varies with the job market for 
teenagers. A decline in job opportunities in a recession reduces the oppor- 
tunity cost of remaining in school for some young people, and so they 
drop out less often. It's less costly to stay in school dunng a recession. 

"Why are poor people more likely to travel 'between cities Vy “bus and 
wealthy people more likely to travel by air? A simple answer would be 
that the bus is cheaper. But it isn't. It's a very expensive mode of trans- 
portation for people far whom the opportunity cost of time is high; and 
the opportunity cost of time is typically much lower for poor people than 
for those with a high income from working. 

Do you have the idea? Figure out for yourself the cost of going to college. 
If you include in your calculations the value to yourself of whatever you 
would be doing were you not in college, you have grasped the principle 
of opportunity cost. 

To be quite certain about it, consider the case of a man who runs a small 
grocery store all by himself. He says that he does pretty well because he 
has no labor costs. Is he right? The cost of his own labor is not a monetary 
outlay, but it certainly is a cost. And that cost can be measured by the 
value of the opportunities he foregoes by working for himself 
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A Note on Alternative Systems 

The concept of opportunity cost is as applicable to a socialist society 
where resources are allocated by government planning as it is to a market 
economy in which relative prices guide decentralized decisions For eco- 
nomic planners in the Soviet Union the cost of building a railway from 
point A to point B is the value of whatever would have been done with the 
resources had they not been allocated to the railroad Opportun ty costs 
will be calculated by different means and different decision makers m a 
socialist society But the concept of opportunity cost is an important aid 
to dear thinking for any person and for any society interested m getting 
the most out of available resources 
However government officials often have the power to obtain scarce 
resources without bidding for them And thereby they can sometimes 
conceal the real costs of a policy There is no good reason to go abroad for 
an example we have an excellent illustration in our own historical expert 
ence with the military draft 


The Cos! of a Volunteer Military Force 

Selective service, as it is euphemistically called has been around in this 
country for a long time While almost everyone regards it as an evil most 
Americans still seem to think of it as the only way to obtain military per 
sonnel in wartime The country needs 3 million men in uniform and a 
draft is the only way to get them 

We objected in chapters 2 and 3 to all such notions as The country 
ntfJs 3 million men m uniform ' But we 11 let it pass this time in order to 
ask, ' Why is a draft the only way to get themr Isn t there some wage rate 
for military service that would induce 3 million men to volunteer? hen in 
time of war? We don't draft policemen firemen, steeplejacks or o'hers 
who do dangerous or disagreeable work Why must we draft military 
personnel? 

There may be good arguments for the draft, but the familiar argument 
that a volunteer army would cost too much is not one of them The Depart 
merit of Defense and others who worry about the relative costs of a con 
scripted and a volunteer military are conveniently overlooking the concept 
of opportunity cost The true employment cost of creating a military force 
of 3 million men is not the wages paid to them especially not when most 
of them have been conscripted against their will It is rather the sum of the 
values of the opportunities foregone when these 3 million men entered 
the military 

What does it cost when a young man becomes a soldier? The best way 




to find out would be to offer him a bribe and to keep raising the bribe ^ ( , 
until he accepted it If Marshall would enlist for 55000 per year Basil for ’ 

$8000 and Philip for no less than $60 000 those represent the opportunity 
costs of Marshall Basil and Philip The soaal cost of drafting a If three 
would then be $73 000 even though the government can conceal {111** M 
by offering far less in wages and then compelling each to serve 
The opportunity cost or the genuine cost is a function of afternhlu 
employment opportunities foregone and all sorts of other values piWir* 
ences with respect to life style attitude toward war degrees of con itdlf< 
or bravery and so on When the government bids for mihtiry pcMWU f 
raising its offer until it can attract just the desired number of ettlistHUtth 
the government in an important sense actually minimizes iht u*t ol It- 
program For it pulls m those with the lowest opportunity cost- of -U\Ut 
-everyone 1 ke Marshall but no one like Philip Under \ drift tlo tool I 
occur only through the most unlikely of coincidence? fiyia S\ir\cii\ 
a simple way to grasp the argument were attempting to n Vc 
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the announcement fails to include an expression of regret that higher costs 
made this unfortunate step necessary In chapter 10 we 11 explore more 
fully the principles that guide sellers when they re choosing what prices 
to set In this section of chapter 5 we want to use the concept of oppor- 
tunity cost to examine critically the basicnotion that prices are determined 
by costs We want to show you that it makes as much sense lo assert that 
costs are determined by prices More accurately, we shall argue here that 
costs are always determined m part by demand They are not something 
independent of demand as so many people carelessly assume 


Demand and Cost 

We can begin with an example discussed earlier in this chapter Does 
it make sense to claim that the pnee of haircuts has gone up because 
barbers 7 wages have risen? If people weren t willing to pay a high price for 
a haircut how could barbers' wages rise? The pnee people are willing to 
pay to have their hair cut professionally is one important factor that causes 
costs-that is, wages-to be what they are 
Plastic surgeons receive high mcomes because the) command a high 
price for their services Is this why it costs so much to have a face lift? Not 
exactly The causal relationship also runs in the opposite direction Its the 
fact that people are willing to pay a high price for cosmetic surgery that 
makes the cost of hiring a plastic surgeon so high Few people have the 
requisite skills, of course, and (heir acquisition is difficult and time- 
consuming That's why the demand for cosmetic surgery raises the income 
of the surgeons rather than merely increasing the number of people willing 
and able to provide the service But the cost of a plastic surgeon is obvi- 
ously not something independent of the demand for plastic surgery 
When the owners of professional football teams announce m the sum- 
mer that ticket prices Will be raised in the fall, they like to blame this tear- 
fully on rising costs, especially the high wages that must be paid to the 
players But why do the players receive such high wages? It tan t be that 
their work is so dangerous and grueling because it was just as dangerous 
and grueling in the days when players received only a few hundred dollars 
for the season It's the demand, the willingness of many people to pay high 
prices to watch that has pulled up the costs by making football players 
such valuable productive resources to the owners of professional teams 
Soccer players in the United States receive far less, not because they work 
less hard, but because soccer isn t that popular in this country 

The Case of land Prices 

One of the most interesting cases of the relationship we're stressing is 
found in agriculture The value of the real estate owned by farmers in this 



94 


Charier Five 


country rose more than 800% between 1940 and 1974, according to data 
published by the Department of Agriculture Anyone who decides to p 
into farming today will find that he has to pay a high price to obtain pro- 
ductive land It would dearly be misleading to assert that the high cost of 
land is a cause of high food prices It was the demand for land determined 
m large part by the demand for agricultural products, that pulled up the 
cost of farming land When farmers argue for higher government support 
prices for their crops because land costs so much they are ignoring the 
fact that higher support prices will tend to pull up the cost of the land on 
which those crops, can be grown 

The most dramatic case of misleading reasoning is the argument of a 
farmer whose land lies near a large city As the suburbs expand residential 
developers offer to buy the land for prices three or four times higher than 
what it's worth in agricultural production If a farmer were to refuse to sell 
because he wants to stay in farming he could hardly complain about the 
rising cost of his land But farmers who ml land near large cities often do 
just that The landowner will vndeistanda bly want to sell the land to the 
developers unless the tenant farmer is willing to pay three or four times 
more rent We can certainly sympathize with the tenant farmer dispos 
sessed by the growth of the suburbs But it s important that >ve see why 
he's being asked to pay a rent so much higher than before it is the demand 
for land that is raising its cost 


Consumer Prices as Opportunity Costs 

In all these examples we've tried to show that the costs of productive 
resources like labor and land are prices determined by demand This is 
what's meant by calling them opportunity costs We can just as easily 
argue that the prices of consumer goods are in reality costs, opportunity 
costs that measure the value of the goods in alternative uses Take the 
case of lobster tails again 

Lobsters are, unfortunately, scarce More lobsters will be brought to 
market as higher prices offer larger incentives to lobster fishermen, but 
the demand in recent years has increased considerably faster than the 
supply and the price has consequently risen sharply Figure SB illustrates 
what has occurred 

The higher price can be viewed as the opportunity cost of the resources 
engaged in bringing lobsters to market But when the lobsters have all 
been brought to market on a given day, so that the supply is, for that day 
at least, completely inelastic, then the price can be viewed as the oppor- 
tunity cost of the last potential purchaser who was persuaded by the high 
price to do without lobster Think of it as follows Lobster tails have many 

alternative uses, at least as many as there are potential lobster eaters lob* 
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sters by and large have only one function, it is true, from the aggregate 
point of view (We're notorious for ignoring the values and preferences of 
the lobster ) But the consumption of a lobster by one gourmet prevents its 
consumption by another Lobster lovers in effect bid against one another 
for the limited supply As the price rises more and more potential con- 
sumers are reluctantly persuaded to do without The price that clears the 
market, that makes the quantity demanded equal to the quantity supplied, 
will be the price that just barely persuades the most reluctant of the dis- 
appointed lobster lovers to go home from the seafood market with ocean 
perch or flounder fillets It is Ins opportunity cost that is expressed by the 
market clearing price 

The point of all this is that people don t pay what lobster is worth to 
them but rather what lobster is worth in its most valued alternative use 
as food for the consumer who was just barely deterred by the price from 
making a purchase It's the opportunity cost of this disappointed lobster 
lover that the price reflects, as well as the opportunity costs of the resources 
used to bring additional lobsters to market 

How many people realized in late 1974 when they were paying 75c a 
pound for sugar that the price was equal to the cost? Not the growers 
cost, of course, but the opportunity cost of those sugar and candy bar 
lovers who were finally persuaded by the rising price to sacrifice the 
sweets they craved 


A DIALOGUE ON COST AND VALUE 


Demand and supply are the two concepts that economists use contrnu 
ally to interpret and make sense out of the seemingly chaotic patterns of 
a complex and’ ever changing economic system Otenuma 1 rerflecftr human 
wants for goods, supply reflects the availability of goods and every econ- 
omy is a social system for matching up what's wanted with what s available 
Demand is an expression of people's preferences the subjective valu- 
ations that they assign to things, processes, or experiences That seems 
dear enough But of what is supply an expression? Supply expresses the 
obstacles or difficulties that must be overcome in order to make goods 
available usually characterized as costs of production But on what do 
costs of production depend? What do they express? The standard answer 
in economics at least unhi the end of the nineteenth century, and probably 
still the standard answer most people would give today, is that costs of 
production reflect the human effort, the toil and trouble, that enter into the 
production of goods If you agree with that, then you do not accept the 
concept of opportunity cost, and you're probably going to wind up in con 
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fusion or wntradfcfwn samllmc wfim you're trying to nuke stnse out oi 
vvhat you observe in the economy around you 

Human Effort and "Real" Cost 

The idea that the real cost of any good is the human effort or labor or 
toil-and-troub!c required to produce it occurs readily to anyone who 
begins to think systematically about cconomfc problems It seemed obvi- 
ous, for example, to John Lode, the philosopher whose writings did so 
much lo influence social thought in the eighteenth century and who has 
properly been called the philosopher of the American Revolution. Lode 
saw that the producfion of poods required natural resources and human 
effort, usually summarized in the concepts of Wand Ukr Landormtoral 
resources was by definition something given it wjs 5 mply there to begin 
with And since it was free, it could not be considered a cost of production 
Of course, a natural resource that had been improved through human 
effort (the draining or Irrigation of land the cultivation of orchards the 
digging of mine shafts) was no longer a purely natural resource It had 
become land /7*< Labor, Hifh the labor embodied m the improvements 

The point is that nothing is ultimately required for the production of 
goods but Lind and labor that land is free, and that all costs must there- 
fore reduce to labor costs It is the fact that something can only be obtained 
by the expenditure of human effort that makes it 'costly/' that is not 
free Or so at least almost c\ cry one believed prior to the development 
the opportunity cost concept in the late nineteenth century 

tot hhor Jbfivy of VaJw* 

The name usually given to this point of view is the Uksr theory 0 / whir 
Today we associate Ihr theory pnmaril} with Karl Marx and his followers 
Rut Marx was actually standing In the mainstream of economic thinking 
when he articulated his labor theory of value and though that stream was 
soon after diverted to lea vc Marxists increas mgly alone among economists 
m defending the labor theory of value, they have always had plenty of 
company Anyone who judges the appropriateness or fairness of a partial 
lar price by reference to the human effort associated with it is Implicitly 
adopting a labor theory of value "He never works more than to hours a 
week .and still makes 5300 It s nJicultm! The price of sugar 15 
when you consider how much cane one person can cut in an hour ’ ' She 
farms a bigger salary She went to school for seven long years after high 
school " 

The notion that prices depend upon costs that in turn express the 
amount of human effort entering into the production of a good still com 
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mends itself to people for a number of reasons One is that it accords 
roughly With our sense of justice We can t assess the fairness of any pace, 
whether its the price of a commodity or of human services, without a 
standard And the natural standard for human beings to apply is human 
effort If gizmo producers are receiving more for their product than are 
widget producers it must take more people or more arduous, dangerous 
or exacting labor to produce a gizmo— or else the gizmo price is a rip off 
or the widget producers are being exploited And that s why physicians 
point to their long years of schooling or crane operators to the heavy 
responsibilities resting on their shoulders whenever they're asked to 
justify the prices they receive for their services It's also why so many 
people are indignant about the low wages paid to lettuce and grape pickers 

Perhaps the best example of the way in which human effort provides a 
standard for evaluation is the procedure so often employed to compare 
welfare between countries We say that it takes two hours for an average 
American to earn the price of a pair of shoes and four hours for an average 
Albanian The comparison is meaningful insofar as a unit of human effort 
is a meaningful standard for us 

The other principal reason for the continuing popularity of a labor- 
expended theory of comparative costs is the difficulty of finding a satis 
factory alternative At the beginning of his three volume study, Capital 
Marx lays down the postulate that if 8 bushels of wheat sell for the same 
price as 1X2 pounds of iron there must exist m each equal quantities of 
something common to both After correctly observing that "this common 
'something' cannot be either a geometrical, a chemical, or any other natu- 
ral property," he concludes that it can only be labor The relative prices of 
commodities are the result, therefore, of the quantities of labor "em- 
bodied" in them in the process of production 

Breakdown of the Labor Theory 

The trouble with this conclusion is that it doesn t square with what we 
all know or can readily observe Commodities just do not exchange at 
ratios proportionate to the man-hours required for their production Some 
commodities produced by highly skilled labor will sell at prices many 
times greater than other commodities produced by means of an equal 
number of unskilled man-hours Marx thought he could save his theory 
from this fundamental objection He argued that, in applying the theory, 
one must adjust the number of man-hours entering into a product to take 
account of skill differentials But that makes sen=e only until we ask how 
this adjustment is to be earned out Shall we correct the number of man- 
hours for skill differences by using an index of relative wage rates, so that 
one hour from a worker paid at $5 counts two and one-half tames as heavily 



96 


Chapter Fivt 


as an hour from a worker earning only $2? This was the method of adjust, 
ment recommended by Marx But it is a method that destroys the theory 
Tor rt leaves us with the question of why one worker receives two and 
one-half tunes the hourly wage of another 

U *!' «<-!•>* »- 


a higher, not a lower, wage than the classmate who ground his way through 
and now plods reluctantly to the office every day Some people acquire 


willing to pay a ditchdigger a higher wage until his blisters turn to calluses 
Moreover, even a high -degree of skill, whether acquired easily or by 
arduous effort, is no guarantee that a worker will be paid a high wage 
Relative wage rates for skilled and unskilled workers often change with 
no observable change in their skills There just is no way to get around the 
fact that the valuation of goods, as reflected in the demand for them, affects 
costs of production But the admission of demand into the explanation of 
costs undermines the basic assumption of the labor theory of value 
The theory contains an even more serious difficulty Natural resources 
are, by definition, "free' - ' in the sense that humanity gives up nothing to 
obtain them But in another and very important sense they are not free at 


THE LABOR THEORY" OF VALUE IN TAX COURT 

A case was recently brought before the United States Ta* Court 
by an owner and trainer of trotting horses who apparently sub- 
scribed to both the opportunity cost and the labor theory of value 
In 1965 he had bought a mare who died in 1970, and he wanted to 
claim a casualty Joss on his income tax He added $7 to her value 
for every hour he had spent in training her, arguing that because 
he coufd cam this rate in Ins regular job as a heavy-equipment 
operator, his time was worth that amount 
He was using the opportunity cost concept to assess the Value 
of his own time Jn assuming that each hour spent with the mare 
added $7 to her value, he was shifting to a labor theory of value 
But a trotting horse framed by an orthopedicsuigeon m her spare 
tune is not more valuable than one trained on weekends by a 
filing clerk the surgeon is m fact a better trainer 
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ail If they are limited in supply then they cannot be used in one way 
when they are used in another Ownership is irrelevant to the argument 
whether ownership of a resource is private or communal, its use has a 
genuine cost, namely, the value of whatever cannot be produced because 
the resource has been employed for some other purpose To ignore this 
cost is to assume that natural resources are not scarce and that is a highly 
misleading assumption But a labor theory of value offers no procedure 
for including these Josses m the calculation of costs 
The opportunity cost theory on the other hand, explains on the basis 
of a single principle how both natural resources and human resources 
affect costs It is the value of these resources in their next best use that 
determines their contribution to cost in any particular use And when 
producers or consumers can only obtain the resources they want by bid- 
ding them away from their next best uses, then the costs producers and 
consumers must pay will be equal to opportunity costs 


The Subjectivity of Costs 

A theory that explains all costs as the value of foregone opportunities 
reduces all costs ultimately to valuations It makes supply as well as demand 
depend upon preferences The common denominator m Mans theory of 
costs and prices was human labor, the common denominator in the oppor- 
tunity cost theory is human satisfactions or-to use the accepted term- 
subjective utility And that seems to leave the theory of prices and costs 
without an objective foundation, especially since the valuations upon 
which everything is supposed to depend are not observable This is dis 
concerting To see why it's disconcerting we can listen in on an imaginary 
conversation between a curious citizen and an economist 

Citizen Why do I have to pay so much more now for medical care than 
1 paid ten years ago 7 
Economist Because costs have gone up 
C But why have medical costs risen faster than other costs 7 
E Because the cost of medical care resources has risen rapidly 
C But why 7 It doesn't take any longer to train a doctor now than it took 
ten years ago 

E True but irrelevant The opportunity cost of doctors has risen 
C Meaning 7 

E That you must bid doctors away from more valuable opportunities 
than they had ten years ago 
C What valuable opportunities 7 

E The opportunities to provide medical care to other people who are 
willing to pay more today than they were willing to pay ten years ago 
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C But why ate people Killing to pay more today for med cal care? 

E Because all things considered people no v place a higher vdiuh « 

on medml cate rtlativeto other goodsandservices than they iiseJIo 

C How do you know that? 

E By the (act that they re willing to pay a h gher pr ce for medical rare 

The economist s argument could be expanded but no expansion along 
the lines of opportunity cost theory could completely avoid an appearance 
of circularity The prices people pay are supposed to depend upon valu 
atrons but valuatons are only obsenedm the form of the pnees people 
pay Is this an adequate theory? Or s it a tautology that explains nothing, 
finally asserting merely that pnees are what they are because they aie thr 
prices we observe? 

Suppose fora moment that someone mounted a clever (but false) adver 
tis Tig campaign and convinced millions of people that the way to listing 
health and happiness was through daily rubdowns by l censed masseurs 
The pnee of rubdowns would nse reflecting the higher opportunity cost 
of purchasing masseurs services More people would of course acquire 
training in the art or science of massage But would anyone be better off 
(except the masseurs) 7 Wouldn t, we want to say that the higher prices and 
larger number of masseurs reflected not the greater tit lity of a massage 
but the gullibility of consumers? And if someone replied in defense that 
people art better off whenever they Ihmk they re better off the cat would 
be out of the bag That s precisely the objection of those who find opper 
hinny cost theorizing inadequate It assumes that all valuat ons are valu 
able regardless of their origin nature or consequences 

We can put the objection another way Opportunity cost theory Is rooted 
in Individual valuations which it simply takes as given and not subject to 
further analysis The labor theory of value for all its clumsiness as an 
explanation of relative prices is at least rooted m something less ephetn 
era! something more real and surely more observable the external relation 
ships between and among people and their work 


Subjective Values and Radical Critiques 

The individual whose valuations provide the bas c material for eco- 
nomic analysis conducted in terms of opportunity cost has been ridiculed 
as a caricature of humanity and as someone with only one characteristic 
he maximizes his utility which means that he chooses m accord w thhw 
preferences whatever they are and however they come about and on the 
basts of whatever information or misinformation he possesses A rad cal 
American economist named Thorstem Veblen (1B57-1929) described this 
analytical fid on in an often quoted passage distmgu shed both by the 
insight of its author and the flamboyance of his prose 
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In all the received formulations of economic theory the 
human material with which the inquiry is concerned is conceived in 
hedonistic terms that is to say in terms of a passive and substan 
tally inert and immutably given human nature The psychological 
and anthropological preconceptions of the economists have been 
those which were accepted by the psychological and social sciences 
some generations ago The hedonistic conception of man is that of 
a lightning calculator of pleasures and pains who oscillates like a 
homogeneous globule of desire of happiness under the impulse of 
stimuli that shift him about the area but leave h m intact He has 
neither antecedent nor consequent He is an isolated definitive 
human datum in stable equilibrium except for the buffets of the 
impinging farces that displace him in one direction or another Self 
poised in elemental space he spins symmetrically about his own 
spiritual axis until the parallelogram of forces bears down upon him 
whereupon he follows the Ime of the resultant When the force of 
the impact is spent he comes to rest a self contained globule of 
desire as before Spiritually the hedonistic man is not a prime 
mover He is not the seat of a process of living except in the sense 
that he is subject to a series of permutations enforced upon him by 
circumstances external and alien to hmi 1 


Marx and Veblen believed that an adequate economic theory had to 
do more than explain how prices were determined and the way m which 
relative prices affected decisions Today their followers believe that an 
adequate economic theory will be based on and will contribute to the 
understanding of history law' sociology politics psychology and ethics 
as well as the whole process of social change and development They find 
economic theorizing based on the concept of opportunity cost incapable 
of answering the questions they want raised 


On Dictionaries and Poetry 

We shall for the most part reject their counsel m this hod The strength and 
power of the economic way of thinking stems in large part from econo 
mists refusal to be diverted into any such ambitious program It is true 
that the economic theory that has been developed on the basis of the 
opportunity cost concept does not offer a comprehensive view of the 
human situation Its ability to explain processes of historical change w 
particularly limited It does however describe explain and illuminate 
important aspects of social behavior Even many Marxists now concede 
that it offers a better explanation of relative prices than does the Marxian 
theory and that central planner' in socialist countries are using clumsy 

1 Thorstein Veblen Why Is Economics Not an Evolutionary Science? Quariirlv Join a 
of Eamtw ts July 189& Reprinted in Veblen s collected essays T ? 1 Hw of Sflmcf * M«W, 
CiotIi aha 
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and ineffective tools if they try to set prices on the basis 0 f cost calculations 
reflecting anything other than opportunity cost If p nC es do not reflect 
opportunity costs they are misleading indicators and blind guides f M 
economic decision makers 

We do not discard our dictionaries because they contain no poetry N or 
do we try to improve them by arranging the words in metrical rather than 
alphabetical order We often use them in fact, to gam a more appreciative 
understanding of poetry But we do not claim, if we are sensible that even 
themost exhaustive dictionary is a s«hsti(«fefor books of poetry The eco- 
nomic way of thinking is highly useful We take for granted that a person 
must know a good deal more than economic theory to discourse intelh 
gently about human societies 


Once Over Lightly 

The real cost of any good is the value of what must be sacrificed in order 
to obtam it Economists call this its opportunity cost 
Insofar as resources can only be obtained through competitive bidding, 
costs of production will reflect the value m alternative uses of the resources 
employed in producing the goods This implies that producers will want 
to suppress competitive bidding for the resources they use if they can 
find an effective way to do so 

The value of a human being may be infinite, but the wages of human 
beings m any task will be much closer to the value of their services in 
alternative employments than to infinity 
Budget costs are not always real costs because they sometimes overlook 
or conceal opportunity costs People in business for themselves often over- 
look the opportunity costs of the resources they themselves own And 
governments may be able to employ coercion in place of bidding to obtain 
resources at less than opportunity cost 
The law of demand and opportunity cost are opposite sides of the same 
coin The monetary price of a good expresses the value of other goods the 
purchaser could have obtained with that sum if he had not purchased this 
particular good The price that must be bid to obtain it also expresses the 
value of that good to the last unsuccessful bidder who gave up his oppor 
tumty to have the good when the price rose too high Because prices 
express forsaken opportunities, less will be purchased at higher price* 
and more at lower prices 

Demand determines costs Costs determine prices Prices for alternative 
goods determine the demand for particular goods Everything depends 
upon everything else m the opportunity cost way of thinking 
The labor theory of value asserts that the real cost of any good is the 
human labor that went into its production This way of analyzing relative 
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costs and prices is inconsistent with the opportunity cost concept and fails 
to explain the relative costs and paces we actually observe 
Opportunity costs are ultimately expressions of subjective valuations, 
which we observe only in the form of the paces people are willing to pay 
Some critics object to the circularity m explaining paces by reference to 
valuations that are m turn only observed in the form of paces Advocates 
of the labor theory of value contend that their theory, grounded in external 
relationships among people, provides a better foundation for explaining 
and evaluating changing economic relationships 


QUESTIONS FOR DISCUSSION 

1 What effect would the expectation of a continuing high price for soybeans 
have on the price of field corn? How does the concept of opportunity cost 
aid us m seeing the relationship? 

2 What is the cost per ticket to a professional baseball club that offers 50 
"free tickets to an orphanage? Does it matter for what gam the tickets are 
offered? 

3 Why did the cost of hiring domestic servants increase dramatically during 
World War II? What would you have replied to people who said that ser- 
vants 'just weren t available ? 

4 Some people contend that the ending of the military draft reduced college 
enrollments Use the concept of opportunity cost to defend this argument 
How did organized draft resistance and mounting public hostility to the 
Vietnam war affect Congressional perceptions of the relative cost of a 
conscnpted and a volunteer army? 

5 Jim Teen, a high school junior can caddy at the local country club for as 
many hours as he chooses each weekend His father insists however that 
Jim mow the lawn each week It takes Jim one hour to mow the lawn it takes 
his younger brother Bill two hours Can you explain why it might be more 
efficient for Jim to pay Bill to take over his lawn chore even though Bill is a 
far less skilled yardman? What sense does it make if any to say that it costs 
more when Jim mows the lawn than when Bill mows it? (This will be dis- 
cussed at greater length m chapter 7) 

6 If the federal government and private foundations allocate large sums for 
research, will this tend to benefit or harm a small college whose faculty 
either does no research or cannot land any research grants? Why? 
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7 By taking an airplane one can go from DtoHm one hour The nm b> ? 
takes five hours by bus If the air fare is $30 and the bus fare is $ 10 , which 
would be the cheaper mode of transportation for someone who could earn 
$2 an hour during this time? For someone who could earn $10 an hour? 
S5 an hour? 

8 When that Chicago bank (mentioned in question 14, chapter 4) offered to 
sell S100 bills for 560 cash to each of the first thirty five people who entered 
the bank at 9 a m on its birthday, four young men started the queue seven- 
teen hours prior to opening time What was their cost of waiting? How do 
you know? 

0 Why mighta multinational corporation with identical plants in two different 
countries pay different wage rates to workers in the two countries even 
though then skill levels were the same? Does this strike you as unjust? Why 
might the Junker paiJ workers object? 

10 Think about the cost of television commercials What enters into the cost of 
a 30-second commercial plugging friendly Fred's Ford Dealership? How do 
you explain the fact that the same Commercial will cost 5°0 on Wednesday 
morning but Slt>00 on Saturday night right before “All in the Family7 Local 
television stations are often asked to donate time for public service spots 
Does this cost the station anything? Do you think stations are more willing 
to donate time on Sunday morning than on weekday mornings because the 
owners are religious? 

11 Pablo Toros became a matador after graduating from medical school because 
he found he could make more money fighting bulls than practicing pedi- 
atrics Does this prose that bullfights are of more value than the health of 
children? Does it prove that the society in which Toros lives values bull 
fights more than the health of children? Does it prove that Toros values 
money more than the health of children? 

12. Can you recall ever having used the concept of a just or fair wage? How do 
youassess the justice of a particular wage? Are such assessments ever impor- 
tant? Is it desirable that there be some consensus within a society on the 
Criteria of a |ust Wage? 




SUNK COSTS, MARGINAL COSTS, 
AND ECONOMIC DECISIONS 


"Tuition covers only 43% of the cost of educating your son or daughter 
We're counting on your annual gift to sustain operations that are funda- 
mental to the kind of education for which our university is noted " Those 
sentences are from a letter sent to parents by a prestigious university 
whose annual tuition is over $3500 Do you think that a student paying 
$3500 per year m tuition is paying only 43% of the cost of her education 7 
Would the university really save $4640 annually if she dropped out 7 
How do you explain the fact that people choose to drive their own cars 
to a business convention rather than go with someone else even though 
they complain that the reimbursement of 10c per mile doesn't cover 
their costs 7 

Can a business firm make money by selling 'below cost ' 7 
To answer these questions you must learn to distinguish between the 
costs that are relevant to decision making and the monetary outlays that 
are irrelevant and not really costs at all 


THE IRRELEVANCE OF SUNK COSTS 

If the quantity of a good that is supplied depends on opportunity costs, 
as we stated at the beginning of chapter 5, then costs that are not oppor- 
tunities foregone will not determine the quantity supplied and hence will 
have no way of affecting price This is summed up in the economists dic- 
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turn Sttfit costs are irrelevant It is a simple but important principle in eco 
nomic analysis as well as a valuable guide to decision making for both 
businessmen and consumers. But what exactly is a sunk cost? 

When you go into a restaurant and order the sixteemourtce steak for $6 
you incur a cost the value 0 / whatever you would have done with the $6 
had you not ordered that steak Now suppose that after eating awhile you 
realize you overestimated your appetite You eat half the steak and find 
that you |ust don't want any more You wish that you had ordered the 
eight-ounce steak listed on the menu at $4 What is the cost of leaving the 
restaurant with half the steak still on your plate? 

It is not as many would erroneously suppose, the difference between 
the price of the sixteen ounce and the eight ounce entree, or $ 2 You do 
not give up $2 in the value of foregone opportunities by leaving half the 
steak on your plate You incurred the full cost of the larger steak when 
you ordered it, you committed yourself at that time to pay the price of the 
large steak and in that moment you incurred all your costs The opportu 
wty to spend your money on something else disappeared at that moment 
Then what is the opportunity cost of leaving half your dinner behind? 
That depends What opportunity do you thereby forego? If you have 2 
dog it might be the price of half a pound of dog food, which is the value 
of the opportunity foregone when you chose not to ask for a doggie bag 
Bygones are bygones sunk costs are sunk 

The Moving Finger writes and, having writ 
Moves on, nor all your Piety nor Wit 
Shall lure it back to cancel half a Line, 

Nor all your Tears wash out a Word of it 

Of course, we must be certain that a cost is really sunk, or fully sunk 
before we decide to regard it as irrelevant to decision making If you were 
to purchase a new motorcycle and immediately afterward regret your deci 
sion what would be the cost to you of nonetheless continuing to own the 
motorcycle? Clearly, you would not be forced to say "I did it and nowl n» 
stuck "You could resell the motorcycle By not doing so you would incurs 
cost (a benefit foregone) equal to its resale value The genuine sunk cost 
would therefore be only the difference between what you paid for it and 
what you can get by selling Jt That is the irrelevant part of your cost h Ik 
economist s tony of thinking it is no cost at alt for it represents no oppcrtun ty for 
choice It may be cause for bitter regret and the occasion of some education 
in the dangers of impulse buying, but it is no longer a cost in any sen* 6 
relevant to the economics of present decisions 
Yet we all know that people do not consistently reason things out in this 
way Many a person who made such a purchase and then regretted it would 
be tempted to retain possession of the motorcycle rather than sell it for 
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substantially less than the original price. He might justify this action by 
saying "I can't afford to take the loss." But he already took the loss! He 
made a mistake, and his hill loss occurred when he made it If he none- 
theless chooses to keep the motorcycle, he is probably practicing self- 
deception He persuades himself that a motorcycle gathering cobwebs in 
the garage has the same value as the money he paid to put it there, and 
more value than the opportunities foregone by keeping it there. But the 
only relevant cost now is the opportunity foregone by not selling, 


Tire Case of the Las Vegas Caper 

Let's take another example more closely related to the business world. 
You own a television retail outlet and one of your suppliers is sponsoring 
a gigantic Dealers Contest. For every television set you buy (no returns 
allowed), you receive one day in Las Vegas with all expenses paid. You 
gleefully order 28 sets and your wife starts planning for your two-week 
holiday together. 

Upon your return from Las Vegas you begin wondering how you will 
sell all those television sets. One month later you're still wondering. It 
seems that none of your customers is interested in that brand or model. 
You are about ready to give up and store the whole lot in the back work- 
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Then you get an offer from an orphanage in some distant city to take 
al( those sets off your hands for $1000 You know that a businessman can t 
make money by selling below cost so you sit down to figure out the cost 
of the sets You paid $35 apiece to the supplier Moreover you have had 
them in your store for a month tying up valuable floor space You bor 
rowed the money io buy them from the bank at 33% annual interest You 
also had various handling costs that you estimate at $100 And you spent 
$40 on advertising in a vain effort to move the sets By estimating $70 as 
the opportunity cost of display space tied up for a month, you arrive at j 
figure of $1200 You write back to the orphanage that you would be willing 
to sell the lot at cost for $1200, foregoing any profit on the transaction in 
the interest of chanty The orphanage replies that $2000 is their top price 
since they can get the sets they want somewhere else for that price But 
you are a good businessman, you know that losses don t make profits and 
you refuse 

You were actually a rather poor businessman Every one of the "costs" 
you enumerated in arriving at your total of $1200 was a sunk cost and 
hence no cost at all The proper stance for making cot.1 calculations is not bcty 
back to the past hi forward to the future Your costs if you sell will be oppor 
tunities thereby foregone, or what you can get for the sets if you do not 
sell to the orphanage You know the market fairly well and you estimate 
you could get $280 by selling them for junk The relevant cost of the sets 
is therefore $280 Your gam from selling to the orphanage is $720 Any 
loss that you re worrying about should be assigned to experience and 
the glonous memories of Las Vegas It is irrelevant for decision making 
purposes 


Building Bridges 

This way of looking at matters is important enough for us to spend time 
on one further example Fred Ballistics is an enterprising engineer who 
deddes to build a bridge across the river He owns both the access land 
and the bridge budding rights over the nver, so he is free to build his own 
bridge and charge whatever tolls he pleases After the bridge has been 
constructed at a cost of $10,000, Fred starts to think about the tolls he 
should charge How should he calculate the proper toll assuming that he 
is interested in the bridge exclusively as a profit making enterprise* How 
does the cost of constructing the bridge enter into his pricing calculations? 

The answer is not at all Sunk costs are sunk and therefore irrelevant 
The questions Fred should now ask are future oriented questions What 
will people be willing to pay to use the bridge? What will it cost him to 
collect the tolls? What will he have to pay for bridge maintenance? What 
will he get if he sells the bridge for scrap metal? If it turns out that the 
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emand for crossing the bridge is so small that no schedule of rates will 
leld revenue greater than the costs of toll collection plus maintenance 
r that the annual net revenue is less than Fred could get by selling the 
iridge for scrap and putting the proceeds m the local savings and loan 
>ank, Fred should scrap the bridge (assuming remember that he is mter- 
sted exclusively in monetary income) 

If it should turn out that bridge crossings are in great demand so that 
red's enterprising venture promises to be a huge success, he should still 
gnore sunk costs m calculating his schedule of tolls Sunk costs are of 
oncem to historians, but not to economic decision makers 


THE SIGNIFICANCE OF MARGINAL COSTS 

One of the economist's favorite words is marginal It means in economics 
■xactly what it means m everyday speech situated on the border or edge 
The concept is of fundamental importance in economic thinking because 
■conomic decisions, like all effective decisions, always involve marginal 
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comparisons That is to say, they always have to do with movements at 
the border, with positive or negative Miens A synonym for marginal 
in fact, is addition!?/ What will be the additional or marginal cost that results 
from this decision? And how does it compare with the marginal cost cf 
alternative decisions? 

If you thmk about it for a moment, you will discover that opportunity 
costs are always marginal costs The term marginal cost does no more than 
bring into strong relief an aspect of opportunity cost thinking That aspect 
is so important, however, that we shall want to make frequent use of the 
term Later on we shall talk about marginal other things 


Marginal Does Not Mean Average 

A student will have no difficulty with the marginal concept if only he 
does not get it mixed up with the notion of an average Vou may have no 
intention of confusing marginal with average if so what follows may only 
plant m your head the seeds of a bad idea Let's hope it doesn't A simple 
production schedule of a hypothetical zerc manufacturer will illustrate 
the distinction 

Number of Zercs Total Cost of 
Produced Producing Zercs 

42 $4200 

43 4257 

44 4312 

45 4365 

A little long division reveals that the average cost (total cost per unit) 

if 42 zercs are produced is 5100, it is $99 for 43 zercs, $98 for 44 and $°7 
for 45 A little subtraction reveals however, that the cost of producing the 
43rd zero is not $99 but $57 The incremental expenditure, or the extra cost, 
incurred by producing the 43rd zerc is its marginal cost The marginal 
costs of the 44th and 45th zercs are $55 and $53 respectively It Is dear 
that marginal cost can be more or less than average cost and can even 
differ substantially from average cost It should also be clear that for a 
zerc manufacturer trying to make production decisions, it is the marginal 
costs that should guide him Shall we produce more? Or less? Marginal 
cost is the consequence of action it should therefore be the guide to action 

Is a businessman then not interested in average costs? Unless a business 
man can cover all his costs from revenue, he will sustain a loss He won t 
willingly commit himself to any course of action unless he anticipates 
being able to cover his total costs He might therefore set up the problem 
in terms of anticipated production cost per unit against anticipated selling 
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price per unit But notice that the anticipated costs of any decision are really 
marginal costs Marginal cost need not refer to the additional cost of a single 
unit of output It could also refer to die additional cost of a batch of output 
or theaddition to cost expected from a decision regarding an entire process 
Decisions are often made in this 'lumpy way Fred Ballistics for example 
would decide whether to keep the bridge in operation for another week or 
month not for one more minute 

Similarly, no one plans to build a soda bottling factory expecting to 
bottle only one case of soda There are important economies of size in 
most business operations so that unless a businessman sees his way clear 
to producing a large number of units he will not produce any He won t 
enter the business He won t build the bottling factory at ail The entire 
decision-build or don t build build this size plant or that build in this 
way or some other way-is a marginal decision at the time it is made 
Remember that additions can be very large as well as very small 

Whether or not the businessman casts his thinking in terms of averages 
it is marginal costs that guide his decisions Averages can be looked at after 
the fact to see how well or poorly things went and maybe even to learn 
something about the future if the future can be expected to resemble the 
past But this is history again-admittediy an instructive study-while eco 
normc decisions ate always made in the present with an eye to the future 


A Case Stud) 

It costs about 12c a mile to own and operate an automobile This state- 
ment makes little sense no matter how often it is repeated By examining 
a case with which everyone is familiar we can tie together much of what 
has been said m these last two chapters and sec more of the implications 
Suppose that you have been asked by your college to drive your car to 
an intercollegiate student government conference You plan to attend the 
conference whether you dnve your own car or not The college offers you 
8c a mile Will it pay vou to drive or should you say no and hitch a ride 
with someone else? If you go about deciding by trying to calculate whether 
the cost to you of owning and operating a err is less than 8c a mile, \cu 
are being foolish It makes no more sense to speak of the cost per mile o f 
owning a car than to speak of the cost per mile of owning a house 
(For just the same reason it makes no sense to compute the cost per 
of owning a steel mill or the cost per student of having a college litre'' 
or the cost per prescription of having a cash register m the pharauev 
such attempts suggest that someone is treating costs that cannot b^cr e^e- 
by particular decisions as if they were relevant to the making c f v 
decisions ) 
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Economic folklore commonly asserts that bigger means cheaper 
The larger any firm supposed!/ the lower wifi be tfs costs Let $ 
examine that proposition 

First of ail it clearly isn t tohl costs that defenders of this view 
have in mind It s hard to fh itk of any case where total costs would 
vary inversely with size The costs in question are costs per unit 

But the concept of tost per unit 15 ambiguous Does it mean the 
additional cost incurred by producing another un t? Or does t 
mean total expenses divided by the number of units produced? 
It's possible for the former to be constant oreven increasing wh le 
the fatter declines Fred Ballistics the bridge owner would prob 
ably find that the marginal cost of traff c is constant and close to 
zero but 1/ he means by unit cost the wages of the tolf collector 
plus the sums he pays regularly to the bank from wh ch he bor- 
rowed to build the bridge div ded by the number of users that 
will surely decline with the volume of his business or output 

Contrast this with the situation of a telephone company servirtg 
a large metropolitan area As population grows and the number of 
customers increases the phone company must increase the total 
of interconnections that it provides more If an in proper! on to the 
number of phones For while two people can be connected with 
one fink three people requ re three finks four people requi e six 
links for each to be connected with every other and so on expo 
nenfialJy The technology isn t as simple as that numencaf ex 
ample suggests but the example serves to show why telephone 
complies often encounter rising unit costs as ther "output 
increases Because existing central switch ng and other ccrt 
tvecting facilities will often have unused capac ty per unit costs 
(defned in t ihcr of the two ways above) may decline over a cer 
tain range But when market growth requires additional facilities 
unit costs can jump very sharply The simple graph below dlus 
trates the pattern we re descr bmg Would you want to deserbe 
that as increasing or decreasing costs 7 

One more example to illustrate the complexity of the ssueand 
the danger of careless generalizations An eleclr c utility is re 
quired to provide service to all customers when they want it So 
the utility must generate enough electricity for peak hours such 
as 4 30 p m in August when factories offices and shops are oper- 
ating, electric ranges are cooking supper subway trains are in 
motion elevators are rutin ng and air conditioners are on all over 
the aty During slack hours the utility will generate the elec 
tnaty it sells with its lowest cost fac lities but as demand rises 
toward the peak less and less efficient facilities are brought "on 
stream and costs consequently nse Additional sales at peal 
hours therefore raise marginal costs Additional sales at slack 
hours on the other hand will reduce per un t costs def nei as 
total expenses divided by kilowatt hours sold 
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Costs of purchase license, insurance, and depreciation not due to oper- 
ation are all unrelated to your decision whether or not to drive That is why 
they are irrelevant The relevant cost is the marginal cost How much extra 
will you be out of pocket if you drive? Be sure to include not only the cost 
of gas but also the costs of oil tire wear and mileage induced repairs Inso- 
far as cost can be expected to vary proportionately with mileage driven it 
can properly be expressed as so many cents per mile If it is less than git, 
as it probably would be you make money by driving your car As long as 
the marginal cost remains less than the pnce paid by the college you gam 
from every additional mile ' produced ' and 'sold ' 

Are the costs of purchase, license insurance and time-related depreci 
ahon completely irrelevant? Shouldn t you be allowed to cover these costs, 
too? After all you have to pay them even if they are not related to the trip 
you’ve been asked to undertake 

You are certainly free to ask the college for as high a mileage rate as you 
choose And if you have no scruples you are even free to trot out all your 
sunk costs and wave them righteously There is ample precedent for such 
action But the one person you don t want to confuse is yourself Only 
marginal costs are relevant to your decision whatever the price to which 
the college finally agrees 

Perhaps you've begun to suspect that it s our example that is irrelevant 
We re interested, after all in ordinary business decisions, and whatever 
may be true of the student driver as entrepreneur, businesses surely have 
to cover nil their costs, not just marginal costs It would seem so But it isn't 
so There is no more necessity to cover sunk costs in the business world 
than there is in our case study 

The plain fact is that each year many businesses fail to cover sunk costs 
But most of them do not stop operating We can illustrate the dilemma by 
car with the intention of drwing.it for the 
college When you made up your mind to become a sort of taxi operator, 
you hoped to make enough money to pay your way through college 5o 
you purchased a car, the license, and insurance You probably would not 
have done so if you expected the college to pay only 8c a mile Maybe you 
had reason to believe they would pay you 15c Your calculations in these 
circumstances might have run as follows 


Purchase price 
License 
Insurance 
Gas and oil 
Wear and tear 
Chauffeur service 


$3000 00 
2000 
15000 

04 per mile 
02 per mile 
2 00 per hour 
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Your problem now js the familiar one of adding apples and oranges Or 
even worse, adding apples and velocity. How can you add 53000 to -It pet 
mile and S2 per hour? Obviously you can't 
You could however, turn all these figures into costs per year. The license 
and insurance are annual costs The purchase price could be converted into 
an annual figure by estimating annual depreciation and adding the annul! 
interest charge on your initial outlayof S3000 But you can't state the other 
costs on an annual basis without knowing how far and how long you'll be 
driving You must anticipate Remember what we said earlier the signifi- 
cant costs and benefits in economics are ttjvrfaf costs and benefits That 
means they are uncertain But uncertainty is a fact of life, and if you haht 
to be a student entrepreneur, you will have to live with it So you estimate 
that you will obtain so many miles and so many hours of business per yrar 
You can plug in your estimate and obtain numbers for gas and oil wear 
and tear, and chauffeur services per year 
Now you can do your addition and come up with a figure for the annual 
cost of doing business You can then take your estimate of miles used in 
calculating gas and oil plus wear-and-tear charges, multiply by the rate 
you expect to be paid, and thereby calculate prospective revenue peryejr 
If the anticipated annual revenue exceeds the anticipated annual cost, you 
take the plunge and buy a car If it doesn't, you don't 
So sunk costs are relevant? Of course not Until you take the plunge they 
aren't sunk They are marginal They are additions to cost which you are 
thinking about incurring That's the essence of being margtrul. And is 
long as they're marginal, they arc relevant But only that long 1 When you 
have yet to commit yourself in any way to a business operation, oil your 
costs are marginal Once you have committed yourself, the situation has 
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obviously changed If you nantlo maximize your profits (or minimize your 
losses, which comes to the same thing) you must produce and sell all those 
units of output whose anticipated marginal cost is less than the anticipated 
price to be set by the college 

The parable of the student entrepreneur is applicable to any kind of 
decision-making situation in business or elsewhere 


Another Note on Alternative Systems 

All of this is just as applicable in a communist or socialist society as m a 
capitalist society Resources will be differently allocated and income and 
power differently distributed depending on who owns the means of pro 
duction But the principles we have described are the general principles of 
economizing, applicable wherever resources are scarce The central plan 
ners in a socialist state also operate within the constraints imposed bv 
scarcity the resources available to them have alternative uses, substitution 
possibilities are pervasive, one good can usually be achieved only by 
giving up some other good The planners should therefore calculate the 
opportunity cost of contemplated actions treating sunk costs as irrelevant 
and paying attention only to mirgmal costs 

Suppose that the minister of coal production in a socialist state is trying 
to decide how much coal should be mined this month He can increase coal 
production by using more workers or employing them for longer hours 
or by using more machinery or better machinery The relevant cost to the 
society of doing so is the value of whatever is given up through his decision 
or the marginal (opportunity) cost If he obtains new machinery in order to 
increase coal output, society loses what could otherwise have been pro- 
duced with the aid of that machinery, or what could have been produced 
with the resources employed in the construction of the new machinery 
The real cost of increased coal production is therefore deceased produc 
tion of locomotives, or cement or farm tractors 

If the minister an expand coal production by using machinery already 
in place that would otherwise stand idle the opportunity cost is much 
lower and may even be zero The sunk cost of the equipment is irrelevant 
Notice, though, that the marginal cost will be greater than zero if the 
machinery has any alternative use including use as scrap metal 

We see the fundamental importance of evaluations in determining 
oportunity costs when we contemplate the costs in such a situation of 
expanding output by working the existing labor force longer hours In a 
society where workers must be induced through monetary bribes (wages) 
to work in particular ways, the wage measures the opportunity cost The 
wage must be sufficient to attract them from their (subjectively) next best 
alternative But if workers can be compelled to do what the state dictates. 
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the n age need not bear any relation to the opportunity cost as determined 
by the workers {We saw in chapter 5 how that occurs under a military 
draft ) In moving from an eight- to a ten hour day, the miners might be 
sacrificing two hours of leisure Whether tfus is worthwhile w ould depend 
upon the planum valuation of the extra coal produced m relation to the 
planners valuation of the leisure foregone 


In any event, it would be dearly wrong to suppose that the cost of pro- 
ducing the extra coal can be determined from the <rm$i cost of coal pro- 
duction This is worth mentioning because some socialists have argued 
m the past that marginal cost considerations were only relevant in an 
economy guided by the pursuit of pm ate profit It is true that m a capitalist 
society businessmen will not choose to produce anything whose marginal 
cost of production exceeds its value to the consumer as measured bv its 
price But it is |ust as true that in a socialist society the central planners 
and enterprise directors should produce nothing whose marginal cort 
exceeds its value 

The major difference lies in the different social-political rules and pro- 
cedures by means of which opportunity costs and pnees are calculated 
for w orkers consumers, government officials, or any other resource man 
agers One of the distinct advantages of a capitalist system characterized 
by substantial pnvjte ownership and control of resources is its pnong 
mechanism In a capitalist system competitive offers to buy and sell 
resources interact to establish scarcity prices and opportumh costs ex- 
pressed in monetary units An enormous quantity of information sum- 
marizing a vast range of alternatives is distilled into the pnees that in turn 
guide the choices of decision makers 

In no capitalist system past or present have prices ever sumnwnztt) 
perfectly the available range of opportunities And under certain arcuui 
stances as we shall see later they may do so in a fashion so inadequate as 
to be politically unacceptable The relevance of all Uus for making a choice 
between aftemativeeconorruc systems isa very complex issue that cannot 
be resolved exclusively by economic arguments 

In any economic system, how ev er the following general principles will 


be applicable 

Real costs are opportunity' costs, the value of opportunities foregone 
Sunk costs ait irrelevant, because they are costs that the decision can 
not affect 

Opportunity' costs are always additional or marginal costs, the costs 
entailed by the decision under consideration 
Some method of assigning indices of value to alternative opportunities 
must be used in any economic system or decision makers will be oper- 


ating blindly 

Supply and demand, or the market process of competing bids and off ere. 
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creates indices of value for decision makers by placing price tags on avail- 
able resources 

If supply and demand are not allowed to set prices in a centrally planned 
society, the planners will still w ant to know what prices supply and demand 
would have set so they can use scarce resources most effectively 


DIMINISHING RETURNS AND MARGINAL COSTS 


How much would it cost to eliminate air pollution due to automobiles 
carbon monoxide, hydrocarbons and nitrogen oxides? To eliminate nil 
such emissions we would have to eliminate automobiles Since we aren t 
at all likely to accept a cost that high the real question comes down to the 
cost of reducing emissions That s a more complex question than it seems 
at first glance 

Reliable data on this issue are hard to come by, partly because many of 
the data will only emerge as we actually succeed m doing things we aren t 
yet sure how to do, partly because there are special interest groups on all 
sides of this question who, if they aren t consciously trying to deceive us 
are probably allowing their hopes for the future to influence their reading 
of the future But reliable data will not by themselves answer the question 
of what we ought to do or what laws we ought to pass The data will have 
to be put together m a meaningful way A little economic theory can do a 
lot to help with that part of the task 
The concept of marginal cosl is especially useful here The following 
table is a simplification of data published in 1973 by the Mobil Oil Com- 
pany and derived from estimates by tint company s engineers 1 

% Reduction of Auto Extra Cost of 

Emissions below Cars with 

Pre control Levels Emission Controls 


65% $ 85 
85% 235 
95% 550 


Diminishing Marginal Returns 

Notice how cost rises at an increasing rate as we attempt to secure suc- 
cessive reductions in the level of emissions 65% of the pollution can be 
eliminated at a cost of $85 per car But to obtain an additional reduction of 

1 Since tlfsin Mobil s interest to increase the demand for gasoline and since the company s 
argument supported policies that would reduce the demand we may assume that vested 
interests ha\e not led to any data distortion 
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20%, a cost of $150 more per car must be incurred To squeeze o u [ ^ Jn 
additional 10% means incurring $315 of cost over and above the cost incurred 
at the 85% level You're looking at a case of fhmjmsJmtf returns 
We're all familiar with the phenomenon of diminishing returns because 
so much of what we do displays it The first wring of your wet ^shdoth 
gets out most of the water Another wring just as hard squeeze out far 
less Still another wring will yield no more than a few drops D f water 
Successive applications of effort yield dmtmiskmg marginal relutn f 
We snuck in the word marginal because it makes the statement formally 
correct and because the marginal measure 15 the important measure for 
decision makers Total returns in this case actually rise with each succes 
sive application of effort the more wrings, the more water is squeezed out 
But the extra return, or the return due to each successive application of 
effort, which is what we mean by the marginal return, goes down dramati- 
cally Sensible decision makers, whether they're washcloth wrings p]^ 
scrapers, or pollution controllers, will focus their attention on marginal 
returns 


Marginal Costs under Diminishing Returns 

Marginal cost is simply the other side of marginal return We can use 
our emission data to illustrate We say that the marginal return from addi- 
tional emission controls is diminishing because successive applications of 
effort, here measured in dollar costs, yield diminishing results in the form 
of reduced auto emissions The first $85 of "effort" cuts pollution by 65% 
But each successive $85 of effort is less and less effective in securing the 
returns we're after 

The concept of diminishing marginal returns expresses the return per 
(constant) unit of effort, or input, or cost The concept of increasing mar- 
ginal costs expresses this same reality as increasing costs per (constant) 
unit of return Figure 6 A shows that graphically (For an explanation of the 
dots and a discussion of accurate plotting, read the footnote below) 1 

1 We cannot calculate accurately the cost of a one percent reduction in em s'lonjby just 
dividing 65% into $85, became marginal cost is increasing at an increasing raff It toms out 
m this pardcularexample that marginal costs (m $ per % reduction) follow very closely the 
relationship 


where MCis nwigmal cost and pis Ae total percentage reduction of emissions Note that 1/ 
we had just calculated the average cost for each 1% reduction in the three ranges 0% to 65“s 
65% to 85%, and 65% to 95% our best guess would have been thal these were approximately 
the marginal costs in the middle of the ranges Between zero and 65% the averse per uml 
cost is ($85) divided by (65%) or $131 for each 1% reduction between 65% and 65% fti 
($235 - $35) divided by (85% - 65%) or $7i0, and between 85% and 95% it's $3150 If w 




Where is the best place to be on that curve 7 In large cities where air pol* Figure 6A Rising marginal costs and 
htion due to automobiles is responsible for stinging eyes, lung disease, diminishing marginal returns 
and other threats to health, beauty, and the joy of life the lower left por- 
tion of the curve seems to portray an excellent bargain A substantial 
improvement in the quality of life for city dwellers can be purchased at a 
modest cost (We're neglecting for now the additional costs of car oper- 
ation and maintenance that would be associated with this type of emission 
control program, these costs would be substantial, but their inclusion 
would not affect the logic of the present argument) 


hadn t taken lime to estimate the equation from which figure 6A is graphed we would have 
guessed that these were approximately the marginal costs at 325% 7o% and 90% These 
points are shown by the dots in figure 6A Notice how these averages overestimate the true 
marginal costs it the mid points of the ranges The error isn t too bad for 0-65% because 
marginal costs increase at close to a constant rate in that range but the error becomes pro 
gressfvely worse If the dots don t seem to your eye excessively far from the curve lhat's 
because you aren t comparing cost at the dot with cost «i Iht corresponding i ercnlage Read down 
from the dot to find the size of the inaccuracy 
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The upper right portion of the curve, on the other hand, seems to p or 
tray a very poor bargain indeed Exttemely costly procedures yield modest 
almost urmoticeable improvements in the quality of the air The benefit* 
to-cost ratio is high in the lower left section of the curve, very low in the 
upper nght portion Beyond about a 70% reduction we don’t get much of 
3 return for our efforts Common sense suggests that the sensible stopping 

place will consequently be somewhere to the left of the steeply rising part 
of the curve 


But now from the back of the room comes a protesting voice 
"Health, beaut)', and the joy of life are enormous benefits well worth 
paying for The sensible place to stop on that curve depends on how high 
a value one places on clean air The trouble with economists is that they 
don't assign high enough values to such benefits as beauty when they do 
their benefit-cost analyses 


Marginal Cost for Esthetic Purposes 

The point is well taken We probably do undervalue beauty in our cal 
dilations (most of us not just economists) because the market doesnt do 
an effective job of expressing the demand for beauty or other goods that 
everyone enjoys but no one pays tor directly We'll return to this partic- 
ular problem in chapter 14 For now however, we can respond that no 
matter how high a value we place on clean air, the upper right portion of 
that curve is probably not a place where well want to be 

Why not? Because those marginal cosh art the value of foregone opportunities 
The 315 extra dollars added on to the purchase price of a car to cover the 
cost of more effective exhaust controls is $315 per new car that might have 
been used to purchase something else, such as environmental improve 
meats by other means If »ve now add the expected annual additions to 
maintenance and operation costs attributable to the emission controls and 
multiply by the number of cars affected each year we arrive at a sum of 
money that might alternatively be used to construct excellent systems of 
mass public transit If the mass transit system that is sacrificed in favor of 
stringent emission control devices would have reduced air pollution more 
than the control devices, stringent exhaust control is a bad bargain no 
matter how high a value we place on clean air 

The value we place upon clean air certainly does help determine how 
much dean air we ought to ' produce" by means of public policy But 
when there are alternative ways to produce a good as there are in this 
case and m almost any other case one can imagine, the cost of these alter 
natives must be compared before we can sensibly decide how far we ought 
to push any one of them The principle is obvious once it has been stated 
Achieve your goals at the lowest possible cost And that in turn entails 
comparing the marginal costs of alternatives If much discussion of public 
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policy seems to reject this obvious and. elementary rale, part of the expla 
nation is probably to be found in our habitual neglect of the first principle 
of sound economic thinking There are substitutes for anything 
How far we want to push any activity will depend upon the cost, but the 
cost will depend at the same tune upon how far we choose to push The 
case of controlling automobile emissions illustrates this dramatically It is 
simply meaningless to state the cost of reducing pollution through im- 
proved exhaust systems as any single number Marginal cost (the only 
kind of cost relevant to decision making) is a rising function and, after a 
while, a very steeply rising function of the 'quantity of clean air" we 
choose to "produce" m this way This kind of relationship between cost 
and quantity of production is not at all unusual it is on die contrary, as 
common as the phenomenon of diminishing marginal returns upon which 
it rests 


Marginal versus Average: 

An Application from Coal Mining 

How much does it cost to mine a ton of coal in the United States’ If you 
know anything at all about coal mining you know that there are rich 
mines with easily accessible veins from which coal can be removed at very 
low cost, and there are other coal deposits, including some of which we 
don't yet know, that could not be mined except at extremely high cost 
What is the cost 7 Shall we say that it's the average cost of the approxi- 
mately 600 million tons of coal currently being mined annually in the 
United States 7 We could surely say that but it wouldn't be a useful state- 
ment, and it would m fact be highly misleading 
We can gam a more adequate picture of costs by considering an imag- 
inary mining company, Amalgamated Coal 
Amalgamated's most efficient mine is Puddle Jumper No 1, from which 
8000 tons of coal a day can be extracted at a cost of $6 per ton PJ2, with 
less accessible deposits, can produce 4000 tons a day at a per ton cost of 
$8 PJ3 can produce 9000 tons a day at S12 per ton And PJ4, Amalgam- 
ated's poorest mine, can produce 1000 tons a day at $20 per ton 
"Wait a minute/ says the voice from the rear "Those costs at each of 
Amalgamated's mines sound like average costs to me Surely it won't cost 
exactly the same amount to take coal from a mine regardless of how far we 
go in mining it or how fast we try to take it out You said just a few para- 
graphs back that cost will usually depend on how far an activity is pushed, 
and a coal mine doesn't look like an exception Won't the costs at each of 
the mines tend to go up as the mine is more fully exploited 7 ' 

That's correct 1 We want to show in this example that the cost of obtain- 
ing coal does depend on the rate at which we mine it And we ought to 
begm by pointing out that this rule applies to each individual mine as well 
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as to all the mines taken together But we also want to keep the arithmetic 
simple In order to discuss the way in which costs increase as more hum 
are put into production, we re going to ignore the increases in cos) as Re- 
duction goes up in each separate mine We're assuming. In effect that 
each mine produces at constant cost up to its capacity and tunnel pmdwr 
more than that at any cost-a quite unrealistic assumption In the back of 
your mind you should remember, however, that the objection from ihe 
rear ivas right on target this time 
So we put these slightly misleading data together to form table 6A 
Notice how the tabic has been constructed from the data given above No 
coal at all can be mined for $4 PJl can produce 6000 tons at $6 PJ2 pro- 
duces at SS so its 4000 tons are added to the 8000 of PJl At a cost of $U 
three mines can be operated yielding a total output of 21 000 tons and 
Pj4 comes into production jt $20 


Table 6A C05T AND OUTPUT FOR AMALGAMATED COAL 


Marg nal Cost/Ton 

Tons/Day 

Total Cost 

Average COiVlon 

$ 4 

0 

$ 0 

- 

(f 

8 000 

48000 

WOO 

8 

12 000 

80000 

667 

N 

12030 

80003 

H7 

n 

21000 

188 000 

095 

u 

21000 

108000 

095 

16 

21000 

188000 

895 

10 

21000 

188 000 

895 

10 

22000 

203000 

945 

22 

22 000 

208 000 

945 
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If Amalgamated operates all four of its mines, it mil be producing 
22,000 tons per day at a total cost of $208 000 (8000 y $6) - (4000 y $8} 
t (9000 x S12) - (1000 x S20) That s an a\erage cost of S9 45 per ton 
But it's a meaningless average Forif Amalgamated could onlv sell its coal 
for $9 45 a ton, it wouldn t produce 22 000 tons PJ3 and P}4 would not be 
operated, and Amalgamated would produce only 12 000 tons per day (at 
an equally meaningless average cost now of $6 67 per ton) Amalgamated 
pays attention to marginal costs to the extra cost of mining additional 
coal The cost schedule used to make production decisions is the marginal 
cost schedule shown above 

Table 6B introduces the marginal cost schedules of six more coal com- 
panies and sums their combined production m ‘he final column 


Table 6B TONS PEPv DAY ON THOUSANDS) 

Marginal 

Cost/Ton 

A 

B 

Producmg Firms 

C D E 

F 

G 

Total 

Output 

54 

0 

0 

0 

0 

0 

0 

0 

0 

6 

8 

2 

0 

0 

0 

0 

0 

10 

8 

12 

$ 

0 

0 

0 

0 

0 

20 

10 

12 

9 

5 

4 

0 

0 

0 

30 

12 

21 

9 

6 

4 

0 

0 

0 

40 

14 

21 

10 

7 

4 

8 

0 

0 

50 

16 

21 

11 

14 

4 

10 

0 

0 

60 

18 

21 

11 

14 

5 

10 

9 

0 

70 

20 

22 

13 

15 

5 

12 

13 

0 

80 

22 

22 

13 

16 

5 

12 

15 

7 

90 


Figure 6B shows these data graphically No coal at all can be produced 
from these mines at a cost belon 56 per ton, but 10,000 tons can be pro- 
duced daily at that cost At $8 per ton an additional 10 000 tons or 20,000 
altogether, can be produced And so on up to 90 000 tons at $22 per ton 
(If we took account of the objection that marginal cost will tend to increase 
with output at each mine, the horizontal lines on the graph would be rising 
lines) 


A Picture of the Coal Industry 

Figure 6C presents an imaginary marginal cost curve for the entire 
United States coal industry It magnifies the picture of table 6B bv thirty 
times and smooths out the steps in the curve With mam coal companies 
and many different mines, we aren't likely to observe the discontinuities 
that yield a step curve as in figure 68, with a large number of mines in 
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figure 6B Cost and supply 
of coal 
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Figure 6C Price, cost, and production, marginal cost will typically rise by small, imperceptible grada- 

supply of coal lions The /act that marginal cost rises at rack wine will also contribute to 

smoothing out the steps in the curve 
You should be able to see now why average mining costs are so mean- 
ingless. Coal mine operators do not make any decisions by consulting 
average costs dnd those who make public policy should overlook them 
just as consistently If electrical utilities and other coal consumers want to 
bum 2 million tons per day, they will have to pay a cost high enough to 
secure a daily output of 2 million tons It is the 2 millionth ton, the mar- 
ginal ton, whose cost of production must be met Otherwise it will not be 
produced 
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PRICES PRODUCTION AND PROFITS 

In the three months from November 1 1973 la February 1 1974 
sof* coal prices in the U S rose mote than 100? from about $9 50 
to about $21.50 There are numerous mines n this county from 
which coal cannot be extracted at costs be b \ 5 10 per fort hut 
which can be operated profikblv when coal is sell ng above S20 
per ton Many of them were being re opened early ml°74 While 
the average level of coal production m the L $ during 1973 was 
on!) 3 6% above its level in 1967 m the First six months of 1974 
coal was produced at a rate 8 9% above the 1973 average 

All this resulted in large profits of course for the owners of 
the more efficient or lower cost m ncs But the large profits did 
not ( t«se the higher prices Higher pnees in this case were clearly 
the cause of higher profits 1 he h gher prices were in turn caused 
by a larger demand operat ng against r sing marginal costs in the 
industry The sequence is (1) ncreased demand (2) higher pnees 
(3) increased production n db gher profits 



Some experts are predicting that the United States will want by 1985 
more than 4 million tons of coal per day That will require a more exten 
sive operation than now of less efficient mines And that in turn will mean 
higher marginal costs 

Review the argument a few pages back Another Note on Alternative 
Systems if you re tempted to argue that marginal costs are crucial only 
under a capitalist system where producers require as incentive the pros- 
pect of personal or corporate gain The problem is not incentive but cost 
Marginal costs are opportunity costs real costs and they will be paid if 
production occurs The method of payment can vary of course A socialist 
government might choose for reasons of its own to keep coal prices below 
marginal cost But the central planners would nonetheless want to pay 
attention to marginal costs in deciding how much coal production to order 
because it is marginal or opportunity cost that expresses the value of what 
is sacrificed by expanding production or what can be gamed by reducing 
production 


Costs and Output in Agncuifure 

We can. assemble many of these principles into a useful illustration by 
looking at the case of Lawrence Riley a Kansas fanner who m tends to 
plant his 640 acres m wheat this year We U assume that he has weighed 
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the opportunity cost of planting wheat rather than sorghum or^s&kr 
acp (in whole or in part), 50 the only question he faces is that of the ntcn 
aty of cultivation How much wheat should Riley try to grow on his fond? 

Theictual harvest tsgotng fc depend at part on factors Me the leather 
over which Riley has no Control But he can control such factors. 
quality of seed, closeness of planting, and amount of fertilizer % 
varying these expenditures he can cause the probable yield to vary ? s0 r 
tnously Table 6C shows Riley's calculation of the relation between total 
cperahrtg expenditures and the yield per sere Operating expenditures do 
nut include costs that are sunk or otherwise unrelated to piodurtiw dea 
sums, such as interest payments, taxes, or deprecation on equipment that 
is not attributable to use of the equipment Operating expenditures do 
include however, an implicit wage for the work Riley performs pi growing 
wheat 

How intensively should Riley cultivate? At what yield per acre should 
he aim? The answer will depend upon the costs of production shown in 
the tah{e pfe$ the expected pr.ee cf wheat The deer? we cost i$ the r&njflal 
cost, the additional cost that Riley incurs in trying to increase his per acre 
yield Column 5 which shows marginal cost, was calculated by dividing 
the changes from row to row in column 3 (or 4) into the changes o ( column 1 
(or 2) Marginal cost increases at an increasing rate in column 5 became 
more intensive cultivation yields progressively diminishing returns, there 
are technological limitations on any farmer's ability to increase the yield 
from an acre of land The marginal costs are m itiwtm the rows because 
they express the cost of moving from one position to another 


Table 6C OUTPUT AND COST ON RILEY 5 WHEAT f ARM 


(Col 1) 
Operating 
Expenditures 
per Acre 

(Col 2 MO 
acres * cot l\ 
Total Operating 
Expenditures 

(Col 3) 

Expected Yield 
in Bushels of 
Wheat per Acre 

(Cot 4 640 
acres X col 3) 
Expected 

Tola! Yield 

[Col 5 additorwl 
cost d wded by 

addtonafywfdy 
Marginal Cost per BushsJ_ 

$2700 

$17250 

IS bushels 

11,520 bushels 

5150 

3300 

21120 

22 

14 080 

i» 

3920 

25085 

2b 

to t> to 

Ifo 

4580 

29,312 

30 

19 200 

1 85 

5320 

34,043 

34 

21760 

220 

62 CO 

39,630 

38 

34 320 

273 

7300 

46720 

42 

26&&0 

355 

6720 

55,636 

46 

29440 


10^80 

67,712 

50 

32000 




The situation Riley faces can also be shoivn b) means of a graph In Figure pD la vrence 
figure 6D flie marginal coil curve is I is si pp\y a roe Let s see why R ley s supply curve 

If Riley expects the price of wheat to be $2 per bushel he will want to 
grow any bushel that can be produced for less than S2 and no bushels that 
cost him more than $2 to produce Read across from a pr ct of $2 to the 
marginal cost curve each extra bushel up to about 22000 bushels costs 
less than $2 to produce Beyond that output extra bushels add more to 
Riley s costs than to has receipts So he will produce about 22 000 bushels 
if the expected price is 52 He II aim mother words atayieidofapproxi 
mately 34 bushels per acre If he expects the price to be $2 75 per bushel 
it w II be worth his while to increase product on to about 26 000 bushels 
or approximately 40 bushels per acre 
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Will Riley's marketing receipts exceed his total expenses at either or 
both of these prices? We don t know from the data given because on i v 
his operating expenses are presented But costs that are unaffected by 
decisions should not be allowed to influence decisions Riley's supply 
curve depends exclusively upon his marginal costs ! 

Nohce that if the expected price of wheat is $2 and Riley aims at 9 y e y 
of 34 bushels per acre and a total harvest of 21,760 bushels his averse 
operating expenses will be about $1,565 per bushel ($34048 - 21,760) 
If his annual nonoperating expenses come to $10000 per year, then his 
total expenses per bushel will be slightly more than $2 02 But n aihtr 
average is relevant to his production decisions 1 


The Larger Picture 

The price at which Riley will in fact be able to sell his wheat is going to 
be determined through the interaction of the market demand with the sum 
of the supply curves of all wheat fanners Let's adopt the simplifying 
assumption that there are 10,000 wheat farmers altogether each with costs 
exactly like Rileys Then the market supply curve will be the marginal 
cost curve m figure 6D with the quantities on the horizontal axis multi, 
plied by io 000 In figure 6E we show the market supply curve along with 
the market demand The equilibrium price is $2 75 

We cannot predict that the actual price would be $2 75 under these cir 
cumstances, because farmers' production decisions are based on txpiciti 
prices If farmers expected a price of $3 and weather or other unantici 
pated circumstances did not create a divergence between planned and 
actual output, they would produce about 265 million bushels And the 
actual price would then turn out to be only $2 60, the highest price at 
which that quantity of wheat can be sold Keep in mind that economic 
decisions are always based on expected values that may turn out to be 
mistaken 

We can also use this example to illustrate the point made a few para 
graphs back in discussing alternative ways of organizing an economic 
system Follow the argument on the graph of figure 6E Suppose all farms 
are state owned and that state planners both set wheat prices and instinct 
farm managers on how much wheat to grow Suppose further that the 
planners order 300 million bushels to be produced and set the price of 
wheat at the market clearing level of $2 15 (Check the graph to assure 
yourself that the market clears at $2 15 ) They might congratulate them- 
selves on the superiority of the economic system they're directing Under 
private production for profit, 300 million bushels could not be obtained 
unless farmers were offered a price of $4 50 (Check the graph again to 
confirm thu. ) Under central planning however, 300 million bushels ate 
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obtained with a price of only $2 15 Moreover that price generates S645 figure 6E Supply and 

million in total receipts from wheat sales which is sufficient to cover total demand for heat 

operating costs lsn t society better off when the marginal costs to wh ch 
private producers pay attention are ignored? 

In reality society is not better off More wheat is presumably better than 
Jess wheat But more wheat entails less of other goods The objection is 
that the 300 millionth bushel costs society $4 50 worth of alternative 
goods regardless of whether individual farmers or central planners are 
keeping the books It is the area under the marginal cost curve not aver 
age cost which represents what a society loses m other goods by expand 
mg the production of any one good Axerage costs are not opportunity 
costs and axe therefore no more appropriate guides to central planners 
than they are to decision makers under a system of production for private 
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profit If the planners nonetheless want 300 million bushels produced and 
consumed, they should at least be aware of the cost to society of 
decision And that is shown by the murjinaf cost curve 


THE IDENTIFICATION OF COSTS FOR MAKING DECISIONS 

It isn't the logic of the marginal or opportunity cost way of thinking that 
makes the life o/decision makers difficult The tough problem is the recog. 
mtion of alternatives and the classification of costs What are the actual 
marginal costs of a contemplated decision? Which of the apparent costs 
are in fact sunk costs and hence properly no costs at all? The logic is impor 
tant, of course, that's why we've stressed it so far In order to focus on the 
logic we solved all our data problems by a miraculous derivation of the 
"correct" numbers But economic analysis entails more than the majupu* 
lation of numbers in accordance with formal rules It requires first of all 
identification of the appropriate numbers Here the correct answers are 
less certain and the solutions less neat and convincing A knowledge of 
concrete circumstances is required along with enough imagination tocon- 
ceive sometimes distant consequences and a wide variety of possible inter 
relationships This kind of good judgment is scarce and difficult to acquire, 
you have a chance to practice it by turning your critical eye upon the foot* 
ball budget of Gungho University 


The Economics of College Football 

Diminishing revenues and rising costs in the 1970s persuaded many 
college and university administrators to take a critical look at their athletic 
programs Privately owned schools in particular began to wonder out loud 
whether they could afford m tercolkgiate sports-especwlly football, where 
costs run exceptionally high Few clear conclusions seemed to emerge from 
these studies But that shouldn't surprise us While expenditures are easy 
enough to compute, expenditures aren't the same thing as costs. By reason* 
ing through a situation with which most of you probably ha\e at least a 
passing familiarity, you should be able to leam more about the meaning 
of cost and the nature of the dilemmas that confront decision makers when 
they try to calculate costs and choose efficiently 
Are all these expenditures real costs'! Are there significant real costs nd 
included m these expenditure categories? Let's think about some of the 
classifications 
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Table 6D GUNGHO UNIVERSITY FO OTBALL BUDGET 
Annual Expenditures bv Categor> 

1 Salaries and wages 

2 Employee benefits 

3 Supplies 

4 Equipment operation and maintenance 

5 Utilities 

6 Advertising and publicity 

7 Game expenses 

8 Travel expenses 

9 Insurance 

10 Medical and hospital 

11 Recruiting 

12 Financial aid to athletes 

13 Debt service 


Salaries and Wages 

The salaries of coaches seem clearly to be football costs But are the 
salaries of trainers included in the first item 7 If so, do they all belong 
there 7 Knowledgeable people in college athletics say that football absorbs 
almost all the time of the trainers in the athletic department But if GU 
were to abandon football while keeping a]] its other sports and still wanted 
one trainer for those sports, one framer's salary could legitimately be 
deducted from the football budget and placed under All Other Sports On 
the other hand, if the football program requires three trainers all bv itself, 
if those same trainers can easily handle other sports in the football off 
season, and if the three trainers must be earned on salary throughout the 
year-then it's also misleading to assign the cost of one to All Other Sports 
We have ran at the outset into a common dilemma faced by deosion 
makers in assigning costs, a problem for which there is often no "correct' 
solution what economists call the problem of joint costs and joint supply 

The problem may arise m a slightly different form in our football budget 
with the salary of the athletic director Since an athletic director presum 
ably directs all sports, one could argue that the cost of his salary should 
be allocated among all the sports perhaps by the amount of time he 
spends on each That won't be wholly satisfactory, however since much 
of the athletic director's work can't meaningfully be related to any particu- 
lar sport In addition, some universities make the head football coach the 
athletic director in order to be able to pay him a higher salary 5uppose the 
high salary they must offer to keep the head coach embarrasses the admin- 
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istrahon, the administration may be able to disguise the disconcerting gap 
between the coach s salary and a full professor's salary in sociology by 
calling him Football Coach and Athletic Director If he in fact does no 
general administrative work and an assistant athletic director handles the 
actual duties, the full salary of the athletic director should be assigned to 
football 

Let s try item 2 Employee benefits raise the same problems as salaries 
and wages and maybe a few additional ones For example, if all employees 
of the football program receive free tickets to home football games for 
each member of their families, is this a cost? That will depend on several 
things If the games are always sellouts, so that each ticket given away 
deprives the university of ticket revenue, those tickets have a clear cost 
If the games are never sellouts but all the family members would be willing 
to pay for tickets if they didn't receive them as gifts, the tickets also have 
a cost But should ne put this under revenue lost instead of cost Incurred ? 
The question reminds us that costs are always opportunities foregone a 
Joss of revenue is a cost Whether we put it on the expenditure side with a 
plus sign or on the revenue side with a negative sign is less important than 
that we recognize it as A true cost and associate it with the decision (hat 
creates it Costs are always associated with particular decisions in the 
opportunity cost way of thinking 

Let's jump to item 5 The costs of heat, light, water, or phone service will 
be partially joint costs The only utility costs that can be assigned unequiv- 
ocally to the football program are those costs that would not be incurred 
in the absence of a football program Which they are won't always be clear 


The Costs of Financial Aid 

The plot thickens quickly with items 12 and 13, so let's go there directly 
Financial aid to athletes can be divided into tuition, room, board, and the 
ultimate catch-all, miscellaneous If tuition at GU is $2000 per year, and 
every football player receives free tuition should the cost be figured at 
$2000 times the number of football players? Not unless GU actually does 
incur $100,000 jn additional costs by providing 50 football players with a 
year of schooling That isn't at all likely The marginal cost of an extra 
student is not zero, while one more student could no doubt be educated 
at no discernible cost, that only warns us to calculate the marginal cost as the 
cost of educating an additional group of students, divided by the number 
in the group It's more than zero but it's almost surely less than $2000 a 
year To determine the real cost of this part of the football program GU 
will have to obtain data on the cost of providing its educational services to 
undergraduates, data broken down to show the quite different costs of 
different curricula since these do vary considerably and are not patronized 



Sunk Costs Marginal Costs and Economic Decisions 


135 


equally by football players Engineering education, for example is both 
relatively costly and relatively unused by athletes 
What about the other financial aid costs? Consider the dormitory space 
assigned to football players Some universities overbuilt dormitories in 
the 1960s and now have rooms to spare It costs much less to provide a 
room to a football player when the room would otherwise be vacant than 
when its use by the athlete displaces an alternative user GU officials m 
charge of repaying the loans with which surplus dorms were built will 
understandably want to charge the football program the full amount of 
the usual room rental ' We have to cover construction costs/ they'll argue 
"and the football program must pay its share " But sunk costs do not have 
to be covered, as we know and it isn t the football program but GU itself 
that is committed to paying for the dormitories The top administrators of 
GU should at least be clear on the real costs of what's going on 
The last item in the budget covers principal and interest payments on 
such facilities as the GU football stadium Should it also include a portion 
of the payments for the coliseum, which is used occasionally for football 
players' practice and which contains all the coaches' offices ? We won't 
even try to answer that question because there's a far more important one 
that arises prior to it Are principal and interest payments genuine costs? 

The cost of the football stadium was incurred when it was originally 
built It s like the cost of a new home The monthly payments of the 
owner and mortgagee are not costs of the house as proved by the fact 
that the house would not cease to exist if these payments weren't made 
Monthly payments are costs of possession a default will not remove the 
house but will abolish the owner's right to use it Since the owner is inter- 
ested m possession and use, he makes the monthly pa) ments on time But 
they should be viewed as costs of possession and use and not as costs of 
construction 


The Dilemma of the Stadium 

Go back to the football stadium The costs of its construction were all 
incurred when steel and cement and construction workers were bid from 
other uses and employed in the stadium There's no way to take that all 
back The stadium is a sunk cost 

But now the analogy with the house and the mortgage doesn't work 
exactly If GU defaults on its payments, the stadium will probably not be 
repossessed because it's unlikely that any alternative user exists m the 
area who would be willing to pay the mortgage holder for the nght of 
possession and use The mortgage holder might have no better option 
than to let GU go on playing games m the stadium even though it has 
defaulted on its payments So those debt service charges, which are not 
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costs of the stadium itself, might not be costs of continued possession 
either 

Of what an* they the costs 7 That's hard to say They may be m part 
costs of maintaining GU s credit rating, or of avoiding suits and hens or of 
retaining the good will of people who don t believe universities ought to 
default on mortgages or of retaining the administrators' sense of integrity 

We are in no way suggesting that GU should default on its payments 
and say to the bondholders What are you going to do about it? Weare 
trying to make the point that these payments are not marginal opportunity 
costs of the football program unless abandonment of football would cause 
them to disappear Stadium upkeep is another matter, of course, and oppor 
tunities to use the stadium for intramural sports, a health spa, ora mmia 
hire golf course, insofar as they are excluded by its use for football games, 
are also real costs of the football program But the key consideration here 
is that mortgage payments should not enter into the administration's cal- 
culations when it’s trying to decide whether Ike football program should be kept 
or a bandoned Those payments will be due on the same date and in the same 
amount whether GU plays football or not They are consequently inele 
vant to the decision 

This analysis brings us to an important conclusion Even if revenues 
from football fad to cover all debt service, GU could be gaming net revenue 
from its football program The football budget will show red ink it s true, 
but administrators who let red ink determine their decisions w\a rtf rei 
ink arises from sunk costs are making bad decisions 


Further Complications 

A college president's lot in the era of big time football is not an easy one 
It becomes far mote difficult than even this analysis suggests when the 
president and his administrative colleagues must also assess the effect of 
the football program on gifts and student enrollments Such revenue 
sources may partially disappear if football is dropped, in which case those 
revenue losses (expected and uncertain unfortunately) must be seen as a 
cost of abandoning 1 football That cost may justify a lot of additional red ink 
in the football budget But football red ink often infuriates professors and 
serious students, and their anger also imposes costs on the beleaguered 
administration of GU 

The purpose of this exerase was to give you practice in analyzing 
costs and distinguishing genuine or marginal costs, which ought to affect 
decisions, from pseudo costs, which should not This is the kind of 
analysis-of-the-past mixed with prediction-of-the-future through which 
a fl business (decision makers must go in frying to decide which 
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to undertake and which practices to halt If the exercise has also helped 
you understand why university athletic budgets are so often treated as 
classified documents that s a bonus 


THE COSTS OF MAIL SERVICE 

Are we subsiding junk nail ? The rising pne* of postage 
stamps and the rising flood o c advertisements in the r mailboxes 
base convinced some people that they're bung mide to pav pirt 
of the costs of third chss mail service and thev don t like it But 
what is he cost of deliver ng an unwanted ad when the carr er had 
to stop vnywiy to deliver i f rst class letter? Congress is sunpa 
Ihotic its guide! ncs to the United Stitts Postal Sen itc state that 
each class of mill should beir the direct and indirect pos al 
costs attributable to that das plus a rct«onibie share of the 
common costs But how can those costs bi. determined? The irgu 
ment $cem< to go on endlessly with each side offering radically 
different data to support it® case 

George M Wattles tried to get at the relevint costs hrougl i 
cireful study of postal operations coi pled i ith a survev of about 
200 experienced postal supervisors What he attempted to mca 
sure was avoidable cos forochdis< of service defined as the 
reduction m total cost Ihit would occur if that class of service 
were discontinued If the goal is to mike sure tbit one class of 
users isn t paying higher rites just to cover thi costs of mother 
class avoidable cost \ ould seem to be the most appropriate ton 
cept The marg nai cost of delivering an ad erlisemenl samem 
mgiess notion But the marginal cost of provtd ng the whole 
advertisement delivering service is i u eful p ect of inform'd on 

Wattles found by the way (hit the woidable costs of second 
third and fourth class mail x ef the r respective revenues by 
about 60% 36% md 40% So you re subsidizing id ertisers all 
right but you re pav mg in even larger subsidy for newspapers 
and magazines (second class) 

The study titled The Rates md Costs of the United States 
Postal Service appeircd in the Jo irnal of law a id Econo i ic Apr 1 
1973 Wattles procedure sounds like a good one for getting at 
another long standing controversy where meaningless data have 
been used to prove both sides of the case Are our highway 
taxes subsidizing long haul trud mg companies 7 
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Once Oser Lightly 

Costs that are not affected by a decision are irrelevant to that decision 
Costs that have already been incurred cannot be affected b\ present dea 
sions they are sunk costs and hence irrelevant to decision nuking 
The cost of a decision is the value of the opportunities foregone if du* 
decision is made 

Opportunity costs are marginal costs, not average costs, the) are the 
additional costs the decision entails 
Cost calculations, like all economizing decisions, must be nude by 
looking to the future, not to the past. 

If costs per unit are to be used m economic calculations, the units mint 
be related to decisions The cost per mile of owning a car or the cos 4 per 
bushel of owning a farm are both meaningless because "owning" is no» a 
decision that produces either miles or bushels (though it may be a pre 
condition for such decisions) 

Because economic decisions are based on future or expected costs ard 
benefits, they always entail some degree of uncertainty 
When expanded production of any good requires the increasing use of 
resources less well suited fo the task marginal costs will increase as N 
rate of production increases This can also be stated as the law of dimai 
ishmg returns The attempt to secure additional output by using additional 
inputs in a situation where all inputs cannot be increased proportionately 
leads to diminishing marginal returns 
Where the price of a good is set by market demand and market stipph 
the marginal cost cum of a producer is that producers supply curve c* 
the good The market supply is the sum of atf the pruducm' margnid 
cost curves 

Producers do pay attention to marginal costs when production decisions 
are guided by the desire for profit But margtnal costs are equally releurt 
to efficient decisions when production is not undertaken for profit 
Profit maximization by business firms and efficient resource use in a 
society both require the ability to identify the true marginal costs cf 
alternative decisions 


QUESTIONS FOR DISCUSSION 

1 A recent news report from London stated that Bntish doctors while dn* 
satisfied with some aspects of their country' 5 National Health S*m«> 
generally appreciated the fact that they could treat patients under thnsvsH-" 
'without regard to cost " Comment. 
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2 Physicians m the United States must typically go through four or more years 
of training after college before they can pract ce Does th s cost affect the 
prices doctors receive for their services? Explain 

3 A study of the New York Gty housing situation revealed that many land 
lords are abandoning apartment buildings the) own because under rent 
controls they cannot get enough revenue to cover their costs What costs 
are relevant to such a decision 7 

4 An official of the National Association of letter Carriers recently complained 
that postal service was deteriorating because management has as its objec- 
tive delivering mail at less expense He argued that the postal system 
should not be expected to break even because t s a service for the people 
not a profit-making organization Comment 

5 An airline is thinking a bout adding a daily fl ght from Denver to Billings It 
has estimates of the number of passengers who would use the flight What 
costs should and should not be cons dened in deciding whether the antic 
pated revenue is sufficient to make the flight profitable 7 

6 If you were the television dealer introduced in this chapter and you were 
trying to decide whether to display the sets m your showroom how would 
you go about estimating the cost of the display space 7 Why would you icf 
be interested in the cost per square foot of construction as you tried to 
decide? Under what circumstances a m Id data on construction costs become 
relevant to your decision making? 

7 Theeconomistsrule Sunk costs are irrelevant is like a string around your 
finger It reminds you to consider only marginal costs but it cannot identify 
the marginal costs That requ res informed judgment You could sharpen 
your judgment by trying to enumerate and assess the marginal costs of 
retaining or not retaining your college apartment over the summer vacation 
Try to calculate the minimum rental from subleasing that would persuade 
you to retain it for fall reoccupancy 

8 Your boss tells you in an angry voice I don t care what you learned in 
economics If you don t include all our sunk costs in your report and 
recommendation I II fire you Are the sunk costs now irrelevant to your 
decision making 7 

9 Should the casualties already incurred in a war be taken into account by a 
government in deciding whether it is in the national interest to continue the 
war? This is obviously not a trivial question And it is a much more difficult 
question than you might at first suppose especially for a government depen 
dent on popular support 

10 The Board Chairman of the Tennessee Valley Authority complained m 
November 1974 that prices charged for coal in today s market bear no 
reasonable relationship to the cost of producing it What do you think he 
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meant by cost of production? He also complained that TVAgot no response 
when it asked for competitive bids from coal producers They don t need 
to compete because they can sell all the coal they want at then pncrs " If 
that s true, JS it possible for the price of coal to be higher than its oppor 
tuiuty cost? What opportunities were determining the price TVA fud t„ 
pay for coal? He also commented "This country cannot afford to let some 
thing as vital to our well being as coal be used to maximize profits ' Do you 
think the prices charged for coal were harmful to the national well Wing? 
What price structure for coal is most in the national interest? 

11 In its 1973 annual report Phelps Dodge Corporation said it would exhaust 
the copper m lavender Pi t (Arizona) by mid 1974 and close the mine at that 
time But the June 1974 price of copper was 25% higher than the January 
price and the mine kept on operating Did the higher price put additional 
copper in the pit? What would a geolog «t mean by the statement 'I cant 
tell you how much ore is m that mountain until I know the price of copper"! 

12 The American Petroleum Institute estimated that proved U S oil reserves 
at the beginning of 1975 were 34 25 billion barrels Petroleum geologists 
have estimated that 300 billion barrels of oil Jie beneath the ground m fairly 
well known locations within the United States How would you reconcile 
these two vastly different estimates? The API defines proved reserves as 
the amount of oil likely to be recoverable from known reservoirs under cur 
rent economic cendit ons Can you suggest an easy way to increase the nation s 
proved reserves? 

13 If it s true that tuition charges cover about one-half the cost of a student 5 
education at a nonpublic university why are so many financially pinched 
schools currently recruiting additional students? How would you reconcile 
that claim (tuition covers only one half of cost) with the university trea- 
surer's statement that this year's budget def cif was due to an unanticipated 
decline in enrollments ? 

14 Mr Hemline insists that the hall light be kept on all night to ward off bur 
glars Mrs Hemline thinks that # absurd but wants the hall light on in case 
the children get up in the middle of the night How should they allocate the 
cost of burning the hall light between burglary prevention and child protec 
tion? Why might anyone ever want to make such an allocation? 

15 A Department of Agriculture official said early in 1975 that farmers were no 
longer pouring on alf the fertilizer the ground will fake because of the sharp 
rise in fertilizer prices Why might higher prices cause a particular farmer 
to use fertilizer rather than cut out its use altogether? How will higher 
fertilizer prices affect U S agricultural output? Do you think price controls 
on fertilizer would help maintain U S farm output and thus hold down 
food prices? (Hint The US government had put a ceiling price of $75 a 
ton on domestic sales of a certa in phosphate fert lizer at a time when fore gn 
buyers were offering to pay $110 a ton ) 
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16 The schedule below shows the relation between die amount of fertilizer 
applied to a hypothetical field and its resulting crop yield How does this 
illustrate diminishing marginal returns? 

Units of Fertilizer Yield in Bushels 

0 1000 

1 1160 

2 1240 

3 1280 

4 1300 

The text states that marginal cost is the other side of marginal return Can 
you translate the diminishing marginal returns in the schedule above into a 
schedule of rising marginal costs of production? (How much fertilizer does 
it cost to produce another bushel?) If the crop is expected to sell for $1 00 
per bushel how low would the price of fertilizer have to be to persuade the 
farmer to use 4 units? 




EFFICIENCY, 

COMPARATIVE ADVANTAGE, 
AND WELFARE 


ncy is something almost everyone favors But what is it? In earlier 
we talked a great deal about efficiency even when we didn t use 
i It is time now to haul the concept into the open for scrutiny 
y is another of the pervasive concepts in the economist's way of 


EFFICIENCY AND THE MATERIALIST FALLACY 

iesel locomotive more efficient than a steam locomotive 7 Most 
vould say yes But what reasons would they give for their answer? 
:iency is to have any precise meaning, it must be understood as a 
Dne thing to another Engineers use a definition of efficiency that 
i satisfy this test They define efficiency as the ratio of the work 
a machine to the energy supplied to it, and that ratio is usually 
:d as a percentage From the engineering standpoint, the diesel 
ive is therefore more efficient than the steam locomotive because 
of potential energy contained in its fuel, the diesel does more 

lefimtion is somewhat unsatisfactory, however, when we think 
more critically Efficiency cannot be simply the measure of energy 
d energy input because, by the laws of thermodynamics, that ratio 
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is always unity for any process It is rather a measure of wt done in rek 
tion to energy input But what constitutes "work done' ? Doesn't that 
depend on what is wanted ? What qualifies as ' work'? Engineers actually 
call a steam engine less efficient than a diesel because with a steam engine 
a higher percentage of the energy input is pasted Strictly speaking how 
ever, even wasted energy does work It just doesn't do any useful work 
That means it doesn't do work that anybody wants done All of which 
implies that efficiency is not a purely objective or technological matter 
but depends inevitably upon valuations 
It is sometimes said that our society places too high a vaJueon efficiency 
That's almost like saying that we place too high a value on what we value 
which doesn t make much sense We may be excessively infatuated with 
technology, but that is quite another matter A mindless obsession with 
technology is very different indeed from a concern (or efficiency 


The Meaning of Efficiency 

Efficiency is inescapably an evaluative term It always has fo do with 
the ratio of the value of output to the value of input Efficiency will always 
have an objective component, of course, our likes and dislikes don’t deter 
mine the potential heat m a pound of fuel But physical facts by Ihemseks 
can never determine efficiency It follows that the efficiency of any process 
can change with changes in valuations, and because everything depends 
upon everything else, any change at all in any subjective preference is in 
principle capable of altering the efficiency of any process 

let's go back to the question of the relative efficiency of diesel and 
steam locomotives Each can 6e put into operation onfy with the use of* a 
large number of inputs not only coal or oil and locomotive operators, but 
also all the inputs used in manufacturing the locomotives, the inputs thtf 
went into the fabrication of these inputs, the inputs that went into the 
fabrication of the products that were inputs in the process of producing 
the products that were inputs in the manufacture of the locomotives, and 
so on without any discernible limit Anything that changes the value of 
anything that contributes to a locomotive's operation can in principle alter 
its efficiency 

We don't need any far-fetched illustrations to make the essential point 
An increase in the price of oil relative to coal, if it is large enough can by 
itself transform their relative efficiencies so that a coal fired steam loco 
motive becomes more efficient than a diesel It follows that these relative 
efficiencies depend on the demand for and supply of oil and coal and 
hence on such factors as the motoring habits of the general public the 
political situation in od-producing countries, United States policy on im- 
port quotas, and the value placed on the environmental effects of strip- 
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mining coal Perhaps it never occurred to you that the relative efficiency 
of the old steam locomotive was affected by the efforts of the United Mine 
Workers 1 

To test your grasp of the principle at work here, examine each of the 
statements below Ask yourself what kmd of change would be capable of 
creatmg or reversing the situation The possibilities are limited only by 
your imagination 

1 Math can be taught more efficiently with programed text- 
books than with teachers 

2 It is more efficient to cultivate com with a tractor than by 
hand 

3 It js inefficient to use trained lawyers as court stenographers 

4 It is more efficient to cut down trees with a chain saw than 
with an ax 

If you thought through these statements, you should have noticed the 
possibility that changes in printing costs or teachers' salaries tractor prices 
or farm labor wages, alternative opportunities available to people trained 
in law and in shorthand, and even, in the fourth case, changes in attitudes 
toward noise in the forests are capable of altering relative efficiencies If 
you failed to notice these things and more, fry again at the conclusion of 
this chapter 


Some Myths Concerning Wealth 

Trading has long had an unsavory reputation in the Western world 
This may reflect the enormous influence of Aristotle and his medieval 
followers, who thought there was something unnatural about exchange 
for monetary gam, but it is more likely the result of a deep seated human 
conviction that nothing can really be gamed through mere exchange Agri- 
culture and manufacturing are believed to be genuinely productive they 
seem to create something genuinely new, something additional But trade 
only exchanges one thmg for another It follows that the merchant, who 
profits from trading, must be imposing some kmd of tax on the commu 
nity The wages or other profit of the fanner and artisan can be obtained 
from the alleged real product of their efforts, so that they are entitled in 
some sense to their income, they reap what they have sown But the mer 
chant seems to reap without sowing his activity does not appear to create 
anything and yet he is rewarded for his efforts Trading, some have thought, 
is social waste, the epitome of inefficiency 

This line of argument strikes a deeply responsive chord in many people 
who still retain the old hostility toward the merchant in the form of a dis- 
trust of the middleman " Everybody wants to bypass the middleman 
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who is pictured as a kind of legal bandit on the highways of trade autfo* 
rued to exact his percentage from everyone foolish or unlucky enough to 
come his way 

However ancient or deep-seated this conviction of the unproductiveness 
of trade, it is completely erroneous There is no defensible sens? of the 
word productive that can be applied toagnculture or manufacturing but rot 
to trading Exchange is productive' It is productive because it proiro'es 
greater efficiency m resource use 

Many have taken a fatal wrong turn at the very beginning in considering 
this question by assuming that exchange, unless it is fraudulent or coerced, 
is always the exchange of equal values It just isn't so The exact reverse is 
true Exchanged never an exchange of equal values Ifiiwt tlwirfhcl 
occur In an informed and uncoerced exchange (and that is the kind we 
want to consider), both parties gam by giving up something of lesser for 
something of greater value If Jack swaps his basketball for jim's baseball 
glove. Jack values the gfove more than the ball and Jim values the ball 
more than the glove Viewed from either side the exchange was unequal 
And that is precisely the source of its productivity Jack now has greater 
wealth than he had before, and so does Jim The exchange was productive 
because it increased the wealth of both parties involved 
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"Not really/' comes a voice from the rear "There was no real increase 
in wealth Jack and Jim feel better off, it's true, they may be happier and 
all that But the exchange didn't really produce anything There is still 
just one baseball glove and one basketball ' 

We must be respectful but wary toward that small voice What does 
wealth consist of? What constitutes production? Many people have drifted 
into the habit of supposing that an economii system produces ' material 
wealth," like cars, houses, basketballs, breakfast cereals, and bail-point 
pens But none of these things is wealth unless it is available to someone 
who values it Additional water is additional wealth to a farmer who wants 
to irrigate, it is not wealth to a fanner caught m a Mississippi River flood 
A food freezer may be wealth to an Amencan housewife but not to an 
Eskimo The crate in which the freezer was delivered is trash to the house- 
wife but a treasure to her small son who sees it as a playhouse 
Economic growth consists not in increasing the production of things but 
in the production of wealth Material things can contnbute to wealth obvi- 
ously, and are in some sense essential to the production of wealth (Even 
such "nonmaterial" goods as love and peace of mind do after all, have 
some material embodiment ) But there is no necessary relation between 
the growth of wealth and an increase in the volume or weight or quantity 
of material objects The indefensible identification of wealth with only 
material objects must be rejected at root It makes no sense And it blocks 
understanding of many aspects of economic life 
So the small voice from the rear was confused Both Jack and Jim do 
have greater wealth after their exchange and in a sense no different from 
the sense in which each would have greater wealth if a ball and a glove 
rained down on them like manna For people who hate sports of course, 
such a rainfall Would not be wealth but an unnatural disaster 
Recall what we concluded earlier about efficiency ft is measured by the 
ratio of one mht to another, not by physical ratios of any sort You can 
think of Jack and Jim's exchange as an act of production Jack used the 
basketball as an input to obtain the output of a baseball glove For Jim the 
glove was the input and the ball the output The result of the productive 
process (the exchange) was an output value greater than input value for 
both parties Nothing further is required to make an activity productive 
The exchange expanded real output 


EFFICIENCY AND THE GAINS FROM TRADE 

The preliminary work has been done We're ready now to introduce 
you to the principle of comparative advantage a concept that sums up almost 
everything we've been talking about thus far We'll allow Smith and 
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Brown to make the introduction They are suburban neighbors each with 
a large lawn and a sizable flower garden Every Saturday afternoon dunn 
the summer Smith and Brown reluctantly go out to mow their lawns and 
weed their gardens 

But Smith always finishes earlier despite the fact that the lawns 
gardens are identical in size He is a strong and agi e man who can mens 
his fawn in 40 minutes and weed fus garden in 80 minutes Brown takes 
two hours to mow his lawn and another two hours to weed his gardn, 
so he is still toiling while Smith is sipp ng lemonade You should ha\* 
these data dearly before you as you proceed so we II summarize them tn 
a little table 

Smith 

Lawn 40 minutes 

Garden 80 minutes 

Brown 

Lawn 120 minutes 

Garden 120 minutes 

We re ready for the question Is it possible for either or both to get to 
the lemonade sooner on Saturday by engaging in a little trade? 1 We re all 
familiar with the advantages of specialization If the mason builds the 
carpenter s chimney and the carpenter builds the mason s garage they 
each gam by taking advantage of their own and the other party s special 
skills That s familiar enough 

But it doesn t seem to fit the case of Smith and Brown For Brown appears 
to have no special skills to be less efficient than Smith m both mowing 
and weeding So it would appear but appearances are misleading 

Suppose that Smith gave up all weeding and instead confined his yard 
work to mowing first his own lawn then Brown s He could then finish 
his yard work in just 80 minutes a gain of 40 minutes for Smith If Brown 
meanwhile weeded both gardens he would still be working 240 minutes 
for no gam or loss Smith has gamed from trade with Brown and without 
inflicting any loss on Brown 


The Principle of Comparative Advantage 

What happened? Nothing very unusual Smith |ust happens to be A 
more efficient mower than Brown and Brown a more efficient weeder than 
Smith Like the mason and the carpenter So each specialized in that 

r n L o l nno into! iflPTt 
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activity in which he was more efficient md they exchanged services Each 
pursued his comparative advantage which meins that he specialized in 
the activity n which he was more efficient It is a comparat ve advantage 
because each is more efficient in one activity than the other activity only 
u comparison with his neighbor But that is what matters 
Whoa 1 The small voice from the rear is stirring again But Brown s 
not i more efficient weeder than Smith The clumsy slob is ess effic ent 
than Smith m both activities That small but helpful vo ce has erred again 
It just is not true that Brown is less efficient than Smith n both activities 
He really is more efficient than Smith in weeding 
Proof is provided by the inthmetic calculation which shows that Smith 
added to his wealth (his lemonade sipping tune) by specializing m mow 
mg and then trading with Brown And he did not do it at Brown s expense 
for Brown s wealth was not reduced No such ga n would be possible if 
Brown were not more efficient than Smith m weeding-which mplies of 
course that Smith is less eft cient than Brown n weeding 
Nonsense? No-just a momentary paradox The paradox disappears 
when we remember to wear the spectacles of opportunity cost What is 
the cost to Smith of weeding a garden? It s two lawns left unmowed And 
the cost to Smith of mowing a lawn s one half a garden unweeded The 
cost of anything is the opportunity tl ereby foregone the cost of weeding 
is therefore to be expressed in this case in terms of mowing and the cost 
of mowing in terms of weeding 
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What about Brown? The cost to him of mowing a lawn is one garden 
left unweeded and the cost of weeding a garden is consequently one lawn 
left unmowed We can now determine who is the more efficient or lower* 
cost producer of weeded gardens by comparing relative costs 
The cost of a garden weeded by Smith is two lawns unmowed for 
Brown it is one lawn unmowed One is less than two Brown is therefore 
the lower-cost or more efficient producer of weeded gardens 
We aren't just playing with words, as demonstrated by the crucial fact 
that either or both can increase their wealth if Brown specializes in weeding 
and the two engage in trade Common sense resists this conclusion only 
because Brown takes more lime to weed a garden than does Smith Suppose, 
someone objects, that we express the costs in man-hours. Then Brown's 
cost will be one and one-half times as high as Smith's, and common sense 
will be salvaged But only at the expense of everything we have argued 
for 1 Such an approach assumes that the real measure and determinant of 
value is the labor embodied m a commodity But the assumption fails com- 
pletely to explain relative prices The cost of any commodity,, in the econ- 
omist's way of thinking, is not what is embodied m it, but what is given 
up in order to obtain it It is the value of what rs sacrificed, or of the oppor- 
tunities foregone 

But could we not take leisure, the third good in our problem, as the 
measure of cost? Let's examine this possibility Smith gives up 80 minutes 
of leisure to weed a garden, Brown gives up 120 By this measure Smith ts 
the more efficient producer of weeded gardens and common sense is again 
salvaged 

Vou may take this route if nothing eke will satisfy you But if you take 
A too far you -m\\ end up m confusion Since leisure o t Wmonide-siyjwS 
time is a valued opportunity, the cost of mowing a lawn or weeding a 
garden can legitimately be expressed in terms of the leisure timegivenup 
But the fact that Smith sacrifices less leisure than Brown to do a job does 
not prow? that Smith is more efficient m some absolute sense For Smith s 


leisure may be more valuable than Brown's 1 It makes sense to measure 
costs ultimately in terms of leisure only rf we believe that leisure is ‘ th? 
ultimate good" and if we can assume that an hour of leisure is of equal 
value to everyone This sort of absolutism does have a psychological 
appeal There is a streak of egalitarianism in almost everyone which wants 
to assert that one person's leisure counts for exactly as much as any 
other's And that conviction is remarkably resistant to all sorts of evidence 
suggesting that it just isn't so Question 9 at the end of this chapter ba s 
been included for everyone who has trouble freeing himself from theprr 
supposition that labor time or its opposite, leisure, is the proper ultimate 
measure of cost And it's important to shake loose from the presuppose 
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because opportunity cost thinking recognizes no absolute measures of 
value the value of every good must finally be expressed m terms of other 
goods 


The Terms of Trade 

We stated a few paragraphs back that Smith or Brown or both can gam 
from specialization and exchange In the one case we worked through 
Smith appropriated the entire gam That was a result of the specific terms 
of trade the relative prices at which mowing and weeding were exchanged 
The terms of trade were one garden for one lawn At that price Smith 
appropriated the entire gain from trade 

Satisfy yourself that you understand what we re doing by calculating 
the terms of trade that would assign the entire gain to Brown If Brown 
weeded his own garden plus only half of Smith s Brown would be working 
180 minutes altogether Smith would be left with two lawns to mow (80 
minutes) plus half of his garden to weed (40 minutes) so he would be no 
better or worse off The terms of trade that assign the whole gam to Brown 
are thus 

1 L - V 2 G or 1 G = 2 L 

The argument is consistent with what you know about relative prices 
The people who gain from an increase in the price of a good relative to 
other goods are those who specialize in its production Brown likes to see 
the price of a weeded garden rise from one mowed lawn to two for the 
same reason that any producer likes to see the price of his specialty 
increase 

Of course at some intermediate price ratio they could share the gam 
jroin trade lY 

1 L = % G or 1 G = 1% L 

Smith could gam 20 minutes and Brown 40 minutes from specialization 
and trade (Dont conclude that Brown gams more 1 That requires the 
doubtful assumption that leisure is equally valuable to both Turn to 
quesbon 9 for the antidote ) 


OPPORTUNITY COSTS 
AND COMPARATIVE ADVANTAGE 

Let s work through another example of a somewhat different kind 
Imagine a society with only two goods and three producers The goods 
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are xylophones and yams which in this hypothetical society sat sfy respec 
lively all wants of the spirit and of the flesh We shall abbreviate them as 
X and Y The three producers are Ann Ben and Cal Each is capable of 
producing in one week the following quant ties of X and/or Y 

Ann 40 X or 20 Y or any linear combination m between (20 X 
and 10 Y 38 X and 1 Y lXandl95 Y tic) 

Ben 15 X or 15 Y or any linear combination in between 

Cal 5 X or 10 Y or any linear combination m between 

Who is the most efficient of the three producers? That question has no 
answer Ann is the most efficient producer of X But Cal for all his inefTec 
tiveness is the most efficient producer of Y It s true that he can only pro 
duce half as much Y per week as Ann and % the amount that Ben can 
produce But he s still the most efficient producer of Y because he pro 
duces at a lower cost than either of the other two 

What are their respective production costs? When Ann produces 1 Y 
she gives up the production of 2 X The opportunity cost of a Y is there 
fore 2 X when it s produced by Ann Ben s cost per unit of Y is 1 X And 
Cal s is only J /, X Obviously Cal is the lowest cost producer of Y Or we 
could say that the input required to secure an output of 1 Y is respectively 
2 X 1 X and % X when its produced by Ann Ben and Cal respectively 
Since the ratio of output value to input value is greatest for Cal he s the 
most efficient Y producer If common sense resists that conclusion its 
because common sense isn t accustomed to thinking in terms of cost as 
the value of foregone opportunities But this only shows that conun on 
sense sometimes must be tutored 

Suppose you were appointed Emergency Mm ster of Wartime Produc 
tipfl in this society and given authority to assign all producers to their 
tasks in accordance with your estimate of national needs There s no 
way you could get more than 60 X or more than 45 Y from this economy 
If you decided to order only X or only Y production you wouldn t have 
to do any thinking But if you decided to order some mixture of the two 
goods such as 20 Y plus all the X you could obtain from the resources left 
over how would you go about it? 

You would want to ass gn Cal to Y production first and when he gave 
you only 10 Y order Ben to devote % of his resources to Y production 
You would then have your 20 Y (10 from Cal 10 from Ben) plus 45 X 
(5 from Ben and 40 from Ann) 

If the m mster in such a situat on never had the advantage of a course 
in economics and naively assigned Ann to produce the 20 Y he would 
end up with 20 Y but only 20 X rather than 45 X And that would be 
because he had assigned the feast eff cient producer to the task of turning 
out Y 




QUANTITY OF Y PER YEAR 


Deriving a Supply Curve 

We could give the minister an assist by showing him the supply curve 
for Y production derived from the schedule of each producer s oppor 
tunity costs Cal can produce up to 10 Y at a per un t cost of / z X Ben 
can produce an add tional 15 Y at a per unit cost of 1 X And Ann can if 
requested produce 20 additional Y at a per unit cost of 2 X Figure 7 A 
shows the supply curve the quantities that could be produced and the 
associated costs The supply curve makes it rather obvious that Ann is a 
very inefficient or high cost producer of Y 


Figure 7 A Cost of 
p oduc ng V n terms of X 


Organizing the Producers 

The minister could also contol production by setting pr ces appropn 
ately (assuming that he has the power to enforce the pr ces he sets) Sup 
pose he set the price of Y at 1 2 X and allowed all the producers to choose 
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their own output mix The consumption preferences of the piodut t[i 
would be irrelevant Cal, for example might have no taste at all for y ^ 
want only X He would nonetheless choose to produce Y exclusively 


specializing in Y production and exchanging for X he obtains each X at a 
cost of only % Y 

Ann would similarly find it to her advantage to produce X exclusively 
She can produce them at a cost of \ Y per X, but can only purchase them 
at the higher cost of % Y per X If she wants to consume Y, she should still 
produce X and purchase Y at the price of 1 2 X per Y, rather than pro 
duemg Y at the higher cost of 2 X per unit of Y 

At this legally fixed price Ben would want to produce IS Y If he wanted 
X for consumption, he could obtain X through exchange at the price of 
% Y, but he produces them at the higher cost of 1 Y per unit of X This 
will result m 25 Y being produced rather than the 2D which the minister 
had decided on He might therefore want to set the price at only 1 X per Y 
and instruct Ben to produce 10 Y and 5 X Ben would be indifferent about 
his output mix at this price ratio since he could obtain Y or X through 
exchange at the same cost as that at which he could produce each good 

Market demand can "order" the various producers as erfectivefy as can 
instructions from the minister And that s where producers m a market 
economy typically do get their instructions If the price of a Y is anywhere 
between 1 X and 2 X in our simplified example Ann will want to spe- 
cialize completely tn X production, Cal and Ben completely in Y pnxfuc. 
im iw by Am# w aU three producers- aw expb.'twg their m ayujuhw 
advantages They compare the cost of obtaining goods through direct 
production and through exchange-which may be called indirect produc- 
tion— anj opt for the lower cost method 


The Terms of Trade Once More 

One additions! point can be made before we summarize the principles 
we've been trying to illustrate While any price for a Y between 1 X and 
2X will result in the same total production of 25 Y and 40 X, the produces 
care very much where the price lies within that range A higher price for Y 
benefits those who specialize in Y production (Cal and Ben) and a lower 
price for Y, which equals a higher price for X, benefits those who specialize 
in X production (Ann) Let's compare the distribution of income at prices 
of 1% X and 1% X for one Y 

At a price of 1% X per unit of Y, Cal can obtain ID Y or 12 5 X, Ben can 
obtain 15 Y or 18 75 X, and Ann Can obtain 32 Y or 40 X At a price of 
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1% X, however, the possibilities for Cal expand to 10 Y or 17 5 X and the 
possibilities for Ben expand to 15 Y or 26 25 X, bat Ann s possibilities are 
reduced to 22% Y or 40 X 

A Summary of Principles 

The principles illustrated here have far-reaching implications let's list 
some of them 

Wealth can be increased by means of trade 

People specialize because they can increase their wealth by doing so 
They specialize in activities in which they have a comparative 
advantage 

Relative prices help people to determine where their comparative 
advantages he 

Relative prices determine the distribution of income or the gams 
from specialization and trade 

Anything that prevents voluntary exchange promotes inefficiency by 
preventing the specialization that increases total wealth 

Comparative Advantage, the Economist's Umbrella 

The term with which economists summarize everything we have been 
discussing m this chapter is comparative advantage It might even be thought 
of as a term to summarize the entire collection of concepts presented thus 
far To pursue comparative advantage means simply to sacrifice that which 
is less valuable for the sake of something more valuable 
Why do demand curves slope downward to the right 7 Because people 
pursue their comparative advantage A rise in the price of any good means 
that its users will now be able to obtain the satisfaction it provides at a 
relatively lower cost by using some substitute 
How is the opportunity cost of any resource established 7 Through the 
pursuit of comparative advantage People bid for a resource after esti 
mating the potentiality of that resource relative to other resources for pro 
viding whatever it is they're after 

Why are only marginal costs and not sunk costs relevant to decision 
making? Because marginal costs reflect the comparative advantages of alter 
native decisions while sunk costs tan never do more than reflect the com- 
parative advantages of past decisions But no one makes decisions with 
the hope of affecting what happened yesterday 
It is comparative advantage-the advantage resources have over other 
resources in particular uses relative to other uses— that determines the 
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THE USE OF AGRICULTURAL LAND 

In 1972 wheat sold at an average price of $1 76 per bushel field 
com at an average price of $1 57 per bushel Why did any farmers 
choose then to grow com rather than wheat? 

In 1972 the average yield per acre in the United States was 327 
bushels for wheat and 97 1 bushels for com Wheat the efore 
offered an average revenue of $57 55 per acre while com offered 
$15245 The question changes now Why did any farmers choose 
to grow wheat rather than com? 

If we look only at those states in which a} least one million 
acres were harvested com yields var ed in 1972 from Georgia 5 
52 bushels per acre to lo va s 116 Wheat yields varied between 
22 bushels per acre n Texas and 474 bushels in Washington 
Moreover the prices of these crops varied from state to state 
largely because of differences in quality When we use average 
state prices Georgia corn farmers earned 582 68 per acre and 
Iowa corn farmers $l°l 40 per acre Texas wheat farmers earned 
$34 32 per acre on average and Washington wheat farmers earned 
$96 70 per acre 

That s a very different picture from the one in the preceding 
paragraph On a nation wide basis wheat yielded a revenue per 
acre that was only 3S% of the com yield But Washington wheat 
yielded 17°o mart revenue per acre than Georgia corn 

AH of this ignores differences in cultivation costs of course 
They must be taken into account in a complete explanation of 
farmers planting decisions But the first point we re making here 
as JtW hmns do j oof ffoni zvpjgt kod and remve 

average yields 

State averages are still highly misleading because the produc 
tivity of land in altemat ve uses varies enormously within each 
State and even on a single farm Cultivation costs also vary con 
siderably with crop terrain, climate and other factors Efficient 
decisions decisions that maximize the ratio of output value to 
nput value therefore require a detailed knowledge of particular 
circumstances This is a kind of knowledge that cannot be ade 
quately conveyed through statistical aggregates and hence cannot 
be made readily avalable to central planners (5eeF A Hiyeks 
discussion of the knowledge problem in Appendix 1 ) 

Texas farmers for example harvest between 15 and 20 million 
acres each year producing a wide variety of grains fibers feeds 
vegetables and fruits The fable below based on U5 Depart 
ment of Agriculture data gives some idea of the range and van 
atiofl in agr cultural production within just one state 

Who decides ivfuch land will be devoted to the growing of 
what crops and on what criteria are these decisions based? 
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Crop 

Acres Harvested (1000) 

1°70 1971 1972 

Upland cotton 

4870 

4700 

5150 

Com for grain 

557 

552 

460 

Winter wheat 

2267 

1496 

2000 

Oats 

764 

222 

360 

Barley 

170 

66 

60 

Rye 

39 

27 

35 

Rice 

467 

468 

468 

Sorghum gram 

5886 

5827 

5420 

Hav 

2350 

2220 

1970 

Peanuts 

306 

297 

304 

Soybeans 

158 

103 

210 

Commercial vegetables 



for fresh market 

226 

197 

198 


The efficient use of land requires attention to \anations in soil 
temperature, and rainfall, the productivity and cost of resources 
complementary to the land such as fertilizer, machinery seed 
and particular types of labor and the expected prices of the 
alternative crops that can be grown Do you think these dec/ 
sms could be made efficiently by central planners? Could the 
planners obtain in a usable form the information they would 
require? Why do you suppose it is that the agricultural sector 
of their economy has been a persistent and grave disappoint- 
ment to Soviet central planners? 

The justly celebrated productivity of Amencan agriculture 
depends in large part upon the retention of decision making 
power by the people on tire spot, the individual fanners who 
are the only people in a position to estimate the opportunity 
costs associated with the varied uses of all the resources under 
their command The social coordination of these decisions then 
takes place primarily through changes in relative pnecs A con- 
tinuous feedback between decentralized decisions and the 
prices that reflect the social outcome of these decisions guides 
the allocation of resources 

To round out the picture we should add that some informa- 
tion important to agricultural production can be efficiently 
gathered by government Information on new production tech 
niques, new seed varieties and the planting decisions of all 
farmers together is both highly useful and too costly for any 
individual farmer to acquire on his own Government agencies 
have contributed significantly to the development of farm pro 
ductility in the United States by accumulating such mfoima 
tion and disseminating it to producers 
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THE OBUOUS SOLUTION 
ISNT ALWAYS THE BEST SOLUTION 

How can resources b < allocated efficiency by a central pbti 
ning author ty when wfh resource ) uj potent*)) uses d ivh!<k 
the planners arent even aware? We think the following advfr 
tisement by the Celanese Corporation neatly points up the 
dilemma It appeared under the heading, May be some farmers 
are better off Without propane " 

If the energy crisis highlights one fact it s the need for 
cumin ng all the alternatives to a problem before coming 
up with a solution everyone has to hv« with 
Cons der for example the a[ ocatiOn oF propane 
Tbs critically short hydrocarbon is used by farmers to 
dry high moisture gra n before storage to prevent mold 
When it became known that propane was in short 
supply the authors of early allocation proposals came to 
some quick conclus ons 

1 That food is basic 

2 That food storage requires propane 

3 That farmers must be given top p i«ity for propane 
to dry their gram 

While such think ng is logical we think it ignores what 
could be an even better solut on At least as far as gram 
fed livestock ate concerned 

And that is to u*e propane to protect grain without drying 
You see Celan«'e makes a liquid grain presemt ve 
wh ch we market under the brand name Chester 
It can be sprayed on corn and other cereal grains to 
protect them from mold without drying 
In fact Chemstor treated grams can be stored in the 
open when s los *ren t available 
Moreover Chemstor wh ch occurs naturally in most 
I vmg things is itself a nutrient It s totally metabolized 
And accelerates the weight gam of cattle and improves 
ther feed effciency 
livestock seem to love it 

Now as it happens Chemstor is made n part from 
propane 

But about the same amount of propane needed to dry 
a ton of grain will treat three tons of ChemStor sprayed 
grain 

We cite th s not in the hope that you will rush out and 
buy a tank car of Chemstor But rather because it illus 
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trates the trade offs that should be conadeied when 
allocating petroleum as t fuel and as a material 
The U S petrochemical industry makes a lot of such 
useful products Most of which offer more enduring values 
than simply burning the equivalent amount of petroleum 
as a fuel 

To make the best use of our natural resources the 
mtion needs policies that consider all of these factors 
Then we II all be better off 

When the price system is allowed to reflect competitive bids 
the less valuable uses of a scarce resource will fall into line 
behind the more Mluable uses In the absence of a price system 
to summarize information and give signals to producers alloca 
tive mistakes become far more likely 


most efficient way to employ a society s resources And the pursuit of 
comparative advantage will lead decision makers actually to employ 
resources in the most efficient way if the relative costs decision makers 
must pay reflect opportunity costs 
The economic way of thinking may at root be nothing more than the 
ability to think consistently in terms of comparative advantage 


EFFICIENCY AND ECONOMIC GROWTH 

We began this chapter by pointing out that almost everyone favors 
^fissewcj Atotti tr««ryor fel if eSBome} » tV.t TdatoxtJuty tern 
value of output and the value of input how can anyone be against it? 
Efficiency is simply economy choice of the best available means Surely 
no one is in favor of inefficiency of waste, of achieving goals by using 
something less than the best available means 

Efficiency has become controversial m recent years largely because the 
term is widely used to mean something more narrow than what we ve 
been discussing We often read for example, that our obsession with 
efficiency has led us to neglect the effect of oui actions upon the environ- 
ment Another suggestion offered with increasing frequency is that we 
should begin sacrificing some efficiency in our factories and offices in order 
to make work more meaningful for people In both these cases, however 
it is not efficiency as we have defined it which is under attack so much as 
the failure to include in our calculations all the relevant inputs and outputs 
If environmental damage results from a production process the value of 
inputs is understated when those costs are not included The problem is 
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ADAM SMITH ON SPECIALIZATION 

Adam Smith believed that division of labor' was the frost 
important source of increases in a nation's wealth Chapter I of 
book I in tte Wealth of Nations 15 titled "Of the Division of Labor 1 
and opens with these words The greatest improvement m the 
productive powers of labor and the greater part of the skill, dex- 
terity and judgment with which it is 2 nywhere directed or applied 
seem to have been the effects of the divis on of labor' 

But is specialization an unmixed blessing? Toward the end of 
The Wealth cf Nations Smith revealed his misgivings 

In the progress of the division of labor, the emplojment 
of the far greater part of the people comes to be confned 
to a very few simple operations But the understandings 
of the greater part of men are necessarily formed by their 
ordinary employment The man whose whole life is spent 
m performing a few simple operations has no occasion to 
exert his understanding, or to exercise his invention in 
finding out expedients for removing difficulties which 
never occur He naturally loses, therefore the habit of 
such exertion, and generally becomes as stupid and 
ignorant as it is possible for a human oeature to become 
The torpor of hU mind renders him not only incapable of 
relishing or bearing a part in any rational conversation 
but of conceiving any generous noble or tender sentiment, 
and consequently of forming any just judgment concerning 
many even of the ordinary duties of private life Of the 
great and extensive interests of his country he is altogether 
incapable of judging (Quoted with some omissions from 
book V chapter 1 part III) 

The realization that raising produitiv ty and making work a 
humanly fulfilling activity might be conf icting goals is as old as 
the science of economics 


then not efficiency but faulty social calculation The same objection applies 
to the second case if we fail to include the boredom and frustration of 
work in determining the value of inputs or, alternatively, fail to count the 
satisfactions of meaningful work in the value of output, we are leaving out 
data that are relevant to genuine efficiency 
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A mere quibble about words will contribute nothing to the understand- 
ing and resolution of social issues But sensible policy formulation depends 
in part on our ability to think and communicate clearly and a consistent 
use of words is obviously an important aid to clear thinking and discus 
sion Since efficiency has a defensible meaning only in relation to values, 
we ought to let it take account of all values and not ■steer ourselves into a 
trap by confining it to the production of material obfects or goods privately 
produced and sold If a society turns out tons of gadgets smoothly, but 
simultaneously produces so much pollution meaningless work andner 
vous exhaustion that the level of human welfare declines as a result that 
society is not efficient in any defensible sense of the word 


Efficiency and Scarcity 

Efficiency is more important in a society the more acutely it feels the 
pinch of scarcity Some are now arguing that efficiency or economy is 
therefore not very important in our affluent society ' But that s an ex- 
tremely dubious inference While the average level of affluence m the 
United States is high by any standard many people are far below the 
average It is, moreover, difficult to condone inefficiency anywhere in a 
world characterized by extensive poverty On top of all this, the plain 
truth must he faced that most Americans do not believe themselves to be 
affluent and clearly want more income to purchase even more commod- 
ities and services than they re now consuming 

This means that the opponents of efficiency are in reality increasing 
the scarcity of resources and thus making efficiency more important-at 
least in the short run They are adding to the aggregate of wants currently 
pressing upon our limited resources To the demand for more cars, boats, 
air conditioners camping equipment divided highways and motley prod- 
ucts of steel, aluminum, chrome, and plastic they are adding a demand for 
more trams, unspoiled beaches open areas clear water, clean air, less com 
pulsion to work, and also more mineral resources left in the earth for the 
use of future generations Their educational efforts may eventually lead to 
a reduced demand for goods of the first type, but until that happens, they 
are aggravating the problem of scarcity 


The Critique of Growth 

The critique of efficiency as an idol is one aspect of the growing cam- 
paign against economic growth Perhaps one must have lived through the 
1950s and 1960s to appreciate fully the radical nature of the shift in think- 
ing that has transformed economic growth within just a few years from 
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the answer to all social problems into the root cause of all our ills 
we once took for granted that economic growth could bring well bug to 
the poor at no cost to the rich, we re no longer so sure Above all \\ebave 
come to see the earth as a finite planet with limited resources The new 
advocates of zero economic growth point out that we cannot continue 
indefinitely to raise our rate of natural resource use Moreover, they argue, 
we are already perilously close to disaster in our present course of using 
up the earth s goods and choking the earth with bads we must therefore 
take named ate steps to bring economic growth to a halt 
Critics of the zero economic growth partisans accuse them on the other 
hand of exaggerating the problem and substituting sweeping prophet e$ 
of doom for careful analysis We cannot hope to settle in these pages an 
issue so complex and about which there is so much disagreement on the 
fundamental facts We can however try to sort out the major arguments 
and evaluate at least some of the competing claims 


Relative or Absolute Scarcity 7 

A good place to begin is with the concept of scarcity The answer to 
scarcity in the economic way of thinking is subst tution Scarcity is always 
particular and relative As certain goods become more scarce, their price 
rises and this induces substitution toward goods that are less scarce But 
some now argue that this is a mistaken view of the situation and that 
scarcity is now or will soon become absolute All resources are allegedly 
becoming scarce so that the opportunities for effective substitut on ate 
rapidly disappearing Which concept of scarcity relative or absolute is 
more relevant to our present situation 7 

The proponents of absolute scarcity often call upon the aulhonty of 
physics and the second law of thermodynamics to prove that even the 
most astute practice of economy must lead eventually to the total exhaus 
tion of usable energy Economic growth must finally cease, the only choice 
we have is whether to hasten or delay the end But even short of that dis 
tant culmination, the finite character of the earth and the improbability of 
our ever managing to import materials or energy from outside the earth 
at a faster rate than they are now entering (solar energy is, of couist out 
dominant import) makes scarcity finally an absolute and not memty 3 
relative phenomenon 

But are these useful assertions 7 One could grant that the proponents of 
absolute scarcity have correctly perceived the ultimate limits to growth 
and still deny that the ultimate limits are the ones to which wc should be 
giving our principal attention The shortages of fuel meat lumber sugar 
and other materials that have plagued us in recent years have been «n 
posed by limitations m our ability to cope with rapid change The energy 
shortage provides an illustrative example 
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Institutional versus Physical Constraints 

The energy crisis of 1973 was precipitated by the political actions of 
the Organization of Petroleum Exporting Countries Whether OPECmem- 
bers reduced their petroleum production to influence Middle East diplo 
macy or to take advantage of an melast c demand for oil the result was a 
sudden and acute increase in the scarcity of energy resources since energy 
users throughout the world had become highly dependent on oil and on 
OPEC as a ma|or supplier The point here is that the scarcity was not so 
much physical as institutional and political in orgrn ft was a short-run 
crisis and could be alleviated by persuading members of OPEC to expand 
output something they were clearly capable of doing if they thought it 
was m their interest to do so 

But wasn t this short run crisis a foretaste of a not too distant perma 
nent crisis? Recoverable petroleum reserves are not infinite and the world 
is burning petroleum products at a rapid and increasing rate We cannot 
be certain how long supplies will last because we cannot forecast the rate 
at which known recoverable reserves will increase but we can be fairly 
certain that at the 6% rate of growth in demand which we saw in the past 
decade the ratio of recoverable reserves to annual consumption will be 
alarmingly low before the end of the century 

This portends a crisis however only if we maintain our present degree 
of dependence on petroleum as an energy source The proponents of rela 
five scarcity insist that this is not likely Rising petroleum prices will 
induce shifts toward other more abundant energy sources Known re 
serves of coal for example would last more than 2700 years at our current 
rate of use Of course we arent using much coal presently and the day of 
ultimate exhaustion will come much nearer if the world shifts substantially 
{was* 'oiVo ttftk eh wn ’pKsw&tjfa xsw&mykm 

known reserves of fossil fuels (oil plus coal) should last for about 500 
years That pushes the final day of reckoning well into the future It also 
abstracts of course from future increases in energy use and ignores the 
environmental problems that w 11 accompany increased mining and bum 
mg of coal 

What about nuclear energy? New uncertainties now enter the picture 
because the size of our nuclear fuel reserves depends crucially on tech 
nological factors If the technology of the breeder reactor can be perfected 
we could consume energy at our present rate for an estimated one million 
years But we would also expand enormously the supply of resources for 
building nuclear weapons Would it be possible to keep them out of 
dangerous hands? The breeder reactor creates more fuel than it consumes 
and this fuel would be transported to electrical generating stations The 
risk of a disastrous transportation accident or an even more d sastrous 
hijacking may be greater than we should accept But this problem again 
is dearly institutional and political rather than purely physical 
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A Crucial Role for Prices 

Zero economic growth advocates are also calling for substitution, and 
substitution on an extensive scale. They want people to pursue satisfac- 
tion less through the acquisition and use of goods that exhaust physical 
resources and more through activities that use such resources sparingly 
As soon as you begin to think about it you realize that the possibilities 
for moving in this direction are infinitely varied. The obvious incentive 
for people to begin such moves is an increase m the cost of resource- 
exhausting activities relative to activities that are less resource-exhausting. 
If current or impending scarcities of physical resources are able to express 
themselves in higher relative prices or cost s, each individual's efforts to 
economize will move society in the direction of zero economic growth. 

Our point here is not that an invisible hand will automatically bring us 
where we ought to go. Prices cannot be expected, under our current insti- 
tutional arrangements, to express adequately the social scarcity of all 
resources, We'II see why in chapter 14. But the point here is that whatever 
changes we make in our political system or our values and however enthu- 
siastically we all join the crusade for zero economic growth, we will 
achieve our objectives through a process in which everyone chooses the 
most satisfactory among available alternatives. 


Human Power and Humane Growth 

It is important that we continue the debate between the proponents of 
relative and absolute scarcity. The future of the earth is now more under 
human control, for good or ill, than it has ever been. Power of such awful 
magnitude calls for vision, a broader and more far-sighted perspective 
than the economic way of thinking by itseif provides. But as we think, 
investigate, and discuss, we will be choosing continuously among avail- 
able alternatives on the basis of relative scarcities. And that will have at 
least three desirable consequences: (1) It will give us more time; (2) It will 
keep down the cost of whatever we do; and (3) It will enable us to learn 
more about the options we have. 

The economist Alexander Eckstein proposed in 1958 that economic 
growth be defined as an extension of the range of alternatives open to society. This 
is a definition of growth around which we should all be able to unite. It 
lends no support at all to what has been aptly called "growthmania," the 
uncritical and really absurd assumption that a larger output of physical 
goods leads inevitably to a better life for all. But it preserves the word 
growth, a word with too many positive connotations to be lightly discarded, 
while reminding us that the greater realization of human potential is the 
ultimate measure of humane growth. 
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Once Over Lightly 

Efficiency depends upon valuations While physical or technological 
facts are certainly relevant to the determination of efficiency, they an 
never by themselves determine the relative efficiency of alternative prac. 
esses Efficiency depends upon the ratio of output taint to input rA f 
Exchange creates wealth, because voluntary exchange always involves 
th? sacrifice of what is less valued (input) for what is more valued (output) 
Exchange is as much a wealth-creating transformation as is manufacturing 
or agriculture 

People specialize m order to exchange and thereby increase their wealth 
They specialize in activities in which they believe themselves to have a 
comparative advantage 

Comparative advantage is determined by opportunity costs No person 
no group, no nation can be more efficient than another in trtry activity (or 
even the most highly productive agents must have some activities in which 
they are less highly productive If you're four times as intelligent as some- 
one else, three tunes as strong, and twice as beautiful, then the other per- 
son has a comparative advantage in beauty-and you, handsome as you 
are, have a comparative disadvantage in beauty 
Relative pnees help people decide where their comparative advantages 
lie insofar as relative pnees reflect opportunity costs 
Relative pnees also determine the distribution of income or the gams 
from specialization and trade 

Anything that prevents voluntary exchange promotes inefficiency by 
interfering with wealth increasing specialization 
Most arguments for zero economic growth are really arguments against 
expanded production of certain kinds of goods or against neglect of c ome 
of the costs associated with this production 
Resource conservation and protection of the environment require more, 
not less, attention to efficiency 


QUE5T10N5 FOR DISCUSSION 

I Is U more efficient to build dams with bis of direct labor and little machirrr/ 
or with lots of machinery and little labor? Why might the answer vary frofl 
one country to another? 

I Which is more efficient Japanese agriculture with its carefully iettacti M 
sides, or American agriculture with its far more "wasteful ’ use otln 
How have relative pnees m the hvo countries brought about these different 
methods offannmg?Howfuve opportunity cosfrertfewdMto the fomAtfl 
of these relative pnees? 



Efficiency Comparative Advantage at d Wc'fa 


167 


3 Attorney Fu<id is the most highly sought after lawyer in the state He is also 
a phenomenal typist who can do 120 words per minute Should fudd do his 
own typing if the fastest secretary he can obtain doe* only 60 words per 
minute? Prove that Fudd is naf twice as effic ent as his secretary at typing 
that he is in fact k$s efficient at typing and that he should therefore retain 
a secretary 

4 The dean knows that Professor Svelte is the most capable administrator m 
his depirtment far more capable than Professor Klunk Can you think of 
any reasons (related to efficiency rather than nepotism) for nonetheless 
appointing Klunk over Svelte as department chairman? 

5 Have you ever noticed how few gasoline stations are found in the center of 
large tibes? With such V eavy trail t one to be able to do in excellent 
business Why then are there so few? 

6 The key to question 5 is the high price of land m the center of large cities 
Would it make sense for the aty government which his the nght of emi 
nent domain to take o\er some of this land m order to provide vitally 
needed service stations ? 

7 it has often been claimed that under a capitalist system business firms will 
sometimes continue to use obsolete equipment rather than the new most 
efficient equipment because they hive a lot of money t ed up m the old 
equipment Does this make sense? What is the relevance to such decisions 
of money tied up ? Would an efficient enterprise manager want to behave 
differently under a socialist system? 

8 You own and occupy r large brick house in an old residential neighborhood 
The area is being rezoned to allow multiple family occupancy and apart 
ment buildings How would you go about deciding whether to (a) continue 
to occupy the house as a single fam ly dwelling (fc) divide the house into 
several apartments or (c) tear down the house and erect a new apartment 
complex? Tf you were to choose b could you be accused of retarding the 
economy by failing to adopt the most up to date equipment because of 
your vested interest in obsolete equipment? Does this d ffer from problem 7? 

9 Here is a problem for those still infatuated with a labor or leisure theory 
of value Suppose we want to verify the hypothesis that since a man s a 
man for a that one hour of Brown s leisure is equal in value to one hour 
of Smith s leisure We gather the following evidence 

(n) We ask them Brown says his leisure is worth more because he is fat 
and lazy Smith agrees that Browns leisure is worth more 
(ii) While Smith and Brown are sipping lemonade together Jones across 
the street offers them S10 apiece to work for an hour clean ng his garage 
Smith accepts with alacrity but Brown says he won t do it for less than S20 

(cj Smith often walks home from work because he has as he savs 
nothing better to do Brown would take a cab if his car were m the «hop 
because he is always eager to get home 
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(«0 Smith daydreams while sipping lemonade For Brown this isatm f 
for imaginative creativity he thinks up all kinds of useful ideas for the 
employee suggestion box at the office 

If all this evidence is not sufficient to refute the hypothesis that 5m ths 
leisure and Brown s leisure are of equal value what possible ev dence mU 
refute it* If there is no way at all of refuting or confirming a hypothesis 
does the hypothesis assert anything? If it asserts noth ng, why retain it? 
You m ght still want to retain a hypothesis that can be neither proved nor 
disproved on the basis of ex sting data if it is useful in some way we do 
speak of useful hypotheses But of what use is the hypothesis that every 
persons leisure is equal m value to everyone else s leisure? It is seriously 
misleading for many purposes and it contains imphcat ons that are contrary 
to a great deal of evidence 

10 How does someone living one mile from work decide whether its more 
efficient to walk or drive? List some of the factors that could shift th s per 
son s estimate of the relative efficiency of walking and dnving How effect ye 
do you think the following would be in causing a person who has been 
dr ving to shift to walking? 

(a) Closing of the company parking lot prohibition of on street parking, 
and a large increase in the fees charged by commercial parking lots 

(b) Strong recommendation from personal physician that the person walk 
to and from work each day 

(t) Evidence that f no one drove to work the United States could become 
self sufficient in energy resources by 1980 

11 We ve figured that we can get the same response from a mass mailing as 
from a newspaper ad We use mass mailing because it s cheaper Of course 
that doesn t mean it s more efficient Evaluate that argument From whose 
point of view is efficiency being assessed? Under what circumstances will 
the cheaper way to ach eve a given result not really be the more effic enf 
way? If the Postal Service charges less for thud class mail than the servee 
costs how is it prewot ng inefficient resource use? 

12 There are six little children at a party' each w th different tastes There art 
six cupcakes on the tray each with a different colored ic ng It doesn t 
matter wh ch one you take the host says to the first child "because there S 
one for everybody Right or wrong? Suppose there are only fve cupcakes 
with different colored icing and the host says It doesn t matter which one 
you take since there aren t enough to go around anyway Right or wrong? 
How does this relate to the assertion in the text that efficiency is important 
whether scarctty is relative or absolute? 

13 The United States used wood as a fuel in metallurgy long after the British 
had changed to coal Was this evidence of technological backwardness w 
the United States? If the United 5tates was technologically backward ho* 
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would you explain the fact that all sorts of machines for woodworking were 
perfected m the United States m the first half of the nineteenth century? 
Fireplaces are often said to be inefficient ways to belt a room V\hy tnen 
were they so widely used m the United States in the nineteenth century m 
preference to stoves? (Hint Larger logs can be used in firepliccs ) Why did 
stoves become more popular as wood prices increased? 

14 When important supplies of natural rubber to the Lmted States were cut 
off by World War II scientists learned to make synthetic rubber products 
that eventually proved better than natural rubber products Did the war 
increase the intelligence of chemists? Do you think that government price 
supports for cotton had anything to do with the discovery of synthetic 
textiles? 




ECONOMIZING ON INFORMATION 

Middlemen, speculators, 
and consumer protection 


How to save about $900 and lose $3000 nght on your own home 
That was the headline under which the National Association of Real 
Estate Boards ran an advertisement urging people to use the serv ces of a 
realtor in selling their homes The ad continued 

Don t laugh It could happen For instance suppose you decide 
to sell your house Yourself You decide it s worth $15 000 and you 
sell it for $15 000 Great But ho v did you arrive at that price? By 
guess vork It takes a lot more than that to determine a property s 
value It takes a Realtor who knows houses and what they re wo th 
Suppose he said your house was wo th $3000 more A fair price to 
buyer and seller It could happen Of course y ou d save the Realtor s 
fee But at quite a cost 

So when you decide to sell a house use your Realtor He s not just 
anyone in real estate He s the profess onal who is pledged to i stnet 
code of ethics That s good Espec ally if you want to make the best 
sale you can Or for that matter the best buy 

That ad is eloquent testimony to something mentioned in chapter 7 the 
publics deep rooted suspicion of middlemen The fact that the realtors 
thought the ad was worth running is strong ev dence that such a suspicion 
exists and the argument employed in the ad is further evidence For the 
ad seems designed to obscure the realtors function while defending it 
almost as if the truth is more than the public would tolerate 
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Suppose, we might ask, that the realtor said your house was worth 
$3000 less "A fair price to buyer and seller " Isn't it |ust as likely that the 
homeowner selling his own house will guess too high as too low? Or even 
more likely in view of the hopeful optimism typical of so many home- 
owners? Then the use of a realtor will cost him twice over And just what 
constitutes a "fair price' ? Moreover, if realtors obtain higher prices for 
sellers how can they simultaneously obtain better buys for purchasers 
as the last paragraph asserts? Something is wrong with the argument 


INFORMATION AS A SCARCE GOOD 

Don't criticize the Realtors Association too harshly The plight of middle- 
men forced to explain their function is not an easy one The most impor. 
taut fact to be noticed at the outset is that information is a scarce good Jf you 
want to sell your house for as much as you can get the appropriate buyer 
is the one person in the world willing to pay the highest price That seems 
obvious What isn t obvious is how you find him You are presumably not 
omniscient so you will never even discover the existence of many poten 
tial purchasers It is almost a certainty, therefore, that when you finally do 
sell, you will not have found that one buyer willing to pay the very top 
price Does this imply that you should keep searching indefinitely? 

Information is a scarce good with its own costs of production It simply 
does not pay to go on acquiring information forever before acting A 
rational seller will continue acquiring information therefore, only so long 
as the anticipated marginal gam from doing so is greater than theanOa~ 
paled marginal cost of acquiring information A rational buyer will behave 
in the same way The reason that both can gam from using the services of 
a realtor is that the realtor enables each to obtain additional information 
at low cost When you think about it, this seems m fact to be the primary 
function of middlemen they promote efficiency and hence increase wealth 
by acting as low cost producers of valuable information Realtors provide 
sellers and buyers with better opportunities than they would otherwise 
have, by putting them in possession of additional information That is a 
valuable service (It s true that only the seller actually ' hires ' the realtor 
But the fact that buyers go to them and make use of their multiple listing 
services shows that realtors provide a service to buyers, too) 

Suppose you own ten shares of General Electric stock and want to 5ell 
it You could go around to your friends and try to peddle it or you could 
put an ad in the newspaper But it is very likely that you would obtain a 
higher price by using the services of a middleman, in this case a stock 
broker No doubt if you advertised long enough you could find a buyer 
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willing to pay the price the stockbroker obtained for you But it is most 
improbable that the cost of your search would be less than the broker s fee 
Getting it wholesale is a popular pastime for man} people who think 
that they re economizing Perhaps they are If they enjoy searching for 
bargains (and many people do) then they may well gam from their activ 
lhes But for most people retailers are an important low cost source of 
valuable information The retailers inventory reveals something of the 
range of opportunities available information that is often difficult to 
obtam in any other fashion 


BOOKS 

Heres a familiar student complaint 
I pa d $12 for the book nev\ I didn t put a mark in it but at 
the end of the semester the Bookstore offered me just ^6 because 
they said it was a used book Then they turned around and sold 
the same book to some other sucker for 510 SO because tliev sud 
it was good as new Yeah' Good as new' when they re selling t 
but just a used book when they're bujing it 
If the Bookstore really is taking advantage of noth the sell ng 
and the buying student whj don t sellers and buyers get together 
directly cut out the m ddleman and pocket his prof t ? Jn t! e case 
above a price of $8 25 would split the middleman s cut e enly 
between the selling and the buying student There s no legal 
restriction after all that sa> s books can only be purchased from 
the Bookstore or that compels students to sell their used texts 
exclus vely to the Bookstore bo wh) don l the students circum 
vent the middleman? 

The answer is that there are costs involved in sellers and 
buyers finding oj\e another and negotiating mutually satisfactory 
sales agreements Students who think these costs will be less thin 
the Bookstore s charge often do try to cut out the m ddleman 
Sometimes it pays off But sometimes it doesn t 
The Bookstore offers a service at a price a read) market for 
sellers and a source of supply for buyers It even Ins contact* 
through used book wholesalers with students on other cimpuse* 
so that a text which won t be used again on the campus where it 
was original!) purchased can nonetheless be sold We often have 
trouble recognizing the value of this service because ve overlook 
the real costs involved in matching up supply wd demand Am 
one who thinks the Bookstore is overcharg ng for this service is 
free to perform it f or himself at a lower cost- f he can 
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The same is true for job placement agencies Many people resent^ 
fee charged by pnvate agencies for finding them a job But unless thtyM 
that the information obtained through the agency was worth more ftr 
the tee they would presumably not have used the agency's service fr* 
ployers are also willing to pay for such services and for exactly the u*n 
tea$on 
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he should receive no return for his services because he would be unable 
to obtain a return if you were always healthy That is both true andurefe 
vani We are neither always healthy nor omniscient Physicians and 
middlemen are consequently producers of real wealth Other prestigious 
persons performing similar services are lawyers, teachers, preacher^ and 
corporation executives 


Markets Create Information 

We can return now to an important point first introduced at the end of 
section 8 in chapter 6 There we asserted that supply and demjnd or the 
market process of competing bids and offers creates indices of value hr 
decision makers by placing price tags on available resources The capacity 
of the market to generate high quality information at low cost is one of 
its most important but least appreciated virtues Middlemen are important 
participants in this process 

' But what is 'the market ? ' you may ask That s a good question and 
not an easy one to answer in a few words The market is dearly not a place 
though it may sometimes be closely identified with a particular place fwr 
wit anything one can observe in the usual sense of observation Itisfirulty 
just a set of interrelationships or what we called a ' process of competing 
bids and offers " Some markets like stock markets and commodity 
markets are 'well organized/ which means that the bids and offend 
prospective buyers and sellers are rather comprehensively assembled so 
that a smgfe puce tends to be established for all transactions over a wide 
geographic area The market for used furniture, on the other hand is rela- 
tively unorganized Transactions fake place at prices that vary greatly 
because buyers and sellers are not in extensive contact The market fpr 
retail groceries falls somewhere between these extremes. Hambusgft 
prices will consequently vary more over a given area at one time than live- 
stock prices, but less than used furniture prices 
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It is sometimes said that stock markets and commodity markets are 
more nearly "perfect" than retail grocery markets and used furniture 
markets This is a misleading way to describe the difference, however, 
because it implies that the latter markets ought to be changed (perfection is 
better than imperfection) Remember, however, that such a recommenda 
hon makes sense only if the costs of improving the markets are less than 
the gams from more efficient exchange made possible bv the improvement 

In every case, however, the relationships between buyers and sellers, 
whether constant and extensive or sporadic and scattered generate pnees 
Each such price is a piece of potentially valuable information to other 
people concerning available opportunities The more such prices there are 
and the more widely they are known, the wider the range of opportunities 
available to others 

Opportunity costs consequently decline because markets exist, which 
is really a way of saying that the range of opportunities available to deci- 
sion makers expands And that is a way of saying that wealth increases or 
that economic growth occurs And is that not what we finally mean by an 
increase in wealth 7 A wider range of available opportunities 7 The freedom 
and the power to do more of what one wants to do 7 

Those who make markets-middlemen, brokers, arbitrageurs— facilitate 
exchange by specializing in the production of information They do so 
presumably because they believe themselves to have a comparative advan- 
tage in information production Anyone who thinks that he ' knows better ' 
is free to take advantage of his knowledge-unless, as so often occurs, legal 
restrictions are imposed on trading A society that prohibits exchange or 
suppresses markets, whether from hostility to the trader or for some other 
reason, denies useful information to its members 


UNCERTAINTY AND SPECULATION 

All of this is rather abstract To make it more concrete we can examine 
a type of trading that probably suffers most from public misunderstanding 
speculation 

The dictionary defines speculation as "trading in the hope of profit from 
changes in the market price " That s good enough for our purposes The 
most celebrated (or, more accurately, the most execrated) speculator is 
probably the Wall Street Tiear " He "sells short/ that is, sells shares of 
stock he does not currently own for future delivery He believes that the 
stock will go down in price, so that when the time comes for him to deliver, 
he can purchase the shares at a low price and sell them at the previously 
agreed-upon higher price 
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A more important speculator is probably the commodity speculator 
who may trade m such items as wheat, soybeans, hogs, lumber, sugar' 
cocoa, or copper He buys and sells "futures" These are agreements to 
deliver, at some specified date in the future, amounts of a commodity at 
a price determined now 

These are the spectacular speculators whose feats make the financial 
pages A less publicized speculator is you yourself You are buying edu- 
cation now, partly in the hope that it will increase the value of the labor 
services you'll be selling in the future But the future price of your services 
could turn out to be too low to justify your present investment 
Another familiar speculator is the housewife who reads that the price 
of sugar is expected to rise and responds by loading her pantry with a 
two-year supply If the price of sugar rises far enough, she gains If it does 
not, she loses She has tied up her wealth tn sugar, thereby cluttering her 
shelves and depriving herself of the opportunity to purchase more valu- 
able assets-an interest-bearing savings account, for example 
The motorist who fills his tank when he sees a sign advertising gasoline 
at two cents a gallon less than he's accustomed to pay is speculating the 
price may be four cents lower two blocks ahead And the motorist who 
drives on an almost empty tank in hope of lower prices up ahead is a 
notonous speculator 

But many people overlook the pervasiveness of speculation in order to 
heap blame on the "profiteers" who allegedly "take advantage" of special 
situations and innocent people in pursuit of their own unprincipled profit 
Is the speculator really the enemy of the people he is so often alleged to be? 
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Consequences of Speculation 

"Speculators exploit natural disasters/ it is often said, "by driving up 
prices before the disaster occurs And sometimes the expected disaster 
never even materializes " That is true But it is only one small and mis- 
leading part of the truth Suppose evidence begins to accumulate in early 
summer that the fungus called com leaf blight is spreading to major corn- 
producing areas of the Midwest A significant percentage of the year's 
com crop could be wiped out as a result People who think this is likely 
to occur will consequently expect a higher price for com next year This 
expectation will induce some people to hold some com out of current 
consumption m order to carry it over into the next wop period when, they 
believe, the price will be higher That is speculation 

Notice how many different parties engage in such speculation farmers 
who substitute other livestock feed for com in order to maintain their com 
stocks at a higher level, either to avoid having to buy com next year at a 
higher price or in order to sell then at the higher pnee, industrial users 
who increase their inventories now while the pnee is relatively low, plus 
people who might not know a bushel of com from a peck of soybeans but 
who hope to make a profit from buying cheap now and selling dear later 
There are well-organized commodity markets to facilitate this kind of 
transaction The effect of all these activities is to reduce the currently 
marketed supply of com, the price consequently rises And just as the 
critic protested, it rises before the disaster occurs 

But that is only a part of the picture These speculative activities cause 
corn to be transported over lime from a period of relative abundance to one 
of greater scarcity The price next year, when the blight is expected to have 
its effects, will therefore be lower than it otherwise would be Speculators 
thus even out the flow of commodities into consumption and dimmish 
price fluctuations over time Since price fluctuations create risks for those 
who grow or use com speculators are actually reducing risk to others 
More accurately, they are purchasing risk (in hope of a profit) from others 
less willing to take nsk (and willing to pay something m the form of 
reduced expected returns to avoid it) 

Prophets and Losses 

All this assumes, however, that the speculators are correct in their antici- 
pations What if the expected poor harvest fails to materialize 7 What if an 
unusually large crop appears instead 7 Then the speculators are trans- 
porting corn from a period of lesser to a period of greater abundance and 
thereby magnifying price fluctuations This is clearly a misaliocation of 
resources, involving as it does the giving up now of some high pneed com 
for the sake of obtaining later an equal amount of Iovv-pnced com That is 
not socially profitable 
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possible loss of $10, bet $S on the Rams to beat the Jets we say that you're 
"hedging your bet " For a perfect hedge, you would bet $10 on the Rams 
Of course, there would then be no point to the wager, you could neither 
win nor lose And if you had wanted to avoid all risk you could have done 
so more easily by not betting at all 
But economic actors don't have that option, since all economic activity 
entails some risk The farmer who plants com in May in anticipation of a 
high price in September when the com is harvested incurs numerous risks 
drought, excessive rainfall hail damage blight, plus the nsk of a Septem- 
ber price so low that even a bumper crop won t cover his costs The com- 
modity market offers the farmer a way to hedge against that list risk to 
avoid the possibility of a loss due to a price decline by giving up the possi 
bihty of the gam that would accrue from a price increase He does this by 
selling com "futures ' 


The Market for 'Futures" 


Futures is a short term for futures contract A futures contract calls for 
future delivery, at a price agreed upon now of some specific quantity and 
quality of a commodity The futures market exists side by side with the 
cash or "spot" market which is the market for actual carloads of com or 
other commodities delivered from country storage points The people who 
buy and sell in the cash market are the people who actually use the com- 
modity in the case of com the farmers who grow it the fanners who feed 
it to their livestock firms specializing in storage, manufacturers of break 
fast cereals and other food products using corn, and also exporters who 
make it available to users in other countries The futures market may be 
entered by all these parties plus some people who are just willing to gamble 
on future price changes The gamblers, who include very few actual users 
of com, purchase the risk of unpredictable price changes And that makes 
hedging easier for those who want to avoid nsk our corn farmer for 
example, who is a producer not a speculator by trade and would like to 
reduce his risks 

The fanner protects himself against a fall in the price of com by using 
the futures market In effect he contracts now to sell a crop that won t even 
exist for another four months Thereby he receives assurance that the 
market's May estimate of September's price will be the price he actually 
gets when September rolls around 

Why is anybody willing to give him this kind of guarantee? It's obvi- 
ously because someone believes that September s cash price will be higher 
than the May estimate, so that when September comes he'll be able to 
resell the farmer s com at a price higher than he's committed to pay Is the 
speculator taking advantage of the farmer, then? No, because the farmer 
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is not required to sell his crop in advance He can wait until September if 
he prefers and see what the price turns out to be He then assumes the nsk 
however, that the price will be less than he counted on when he planted 
Still, if the speculator is willing to guarantee the September puce n 
advance, he must know something the farmer does not know Isnt that 
taking advantage in a sense? Like someone who takes bets fromhis friends 
on a football game when he's the only one who knows that the quarter 
back has acute appendicitis ? The answer is that he Minis he knows more 
than the farmer and hopes he knows more but doesn't really how that his 
estimate of the September price is better than the market's May est mate 
The speculator will lose if the September cash price turns out to be lower 
than the futures contract calls for 
There have to be speculators who think they know more than hedgers 
to make the futures market work effectively And if they don t turnout to 
be right at least 50% of the time, they probably won't think that for long 
They certainly won't be able to go on for long putting their money behind 
their opinions So if you think that hedging is a good thing and like taking 
out fire insurance, sensible business policy you can't consistently be 
opposed to the speculators who make hedging possible 
But couldn't hedgers simply use other hedgers to buy or sell the futures 
contracts they want to trade? Farmers who want to protect themselves 
against a price decline could sell contracts to com chip manufacturers 
who want to protect themselves against a rise in price The trouble with 
this is that hedgers only enter the market in anticipation of actual produc- 
tion or use of commodities, and it just isn't likely that com chip manufac- 
turers will be found ready and willing to buy exactly the quantity of futures 
that farmers want to sell at the precise time they wish to do so The specu- 
lative traders, who do not try to avoid risk as the hedgers do but who on 
the contrary actively seek to assume it, give depth to the market and thus 
make hedging a relatively simple, low cost transaction So once again, if 
you think hedging is socially useful, you must grant some social utility to 
even the most swashbuckling speculator 
And hedging is socially useful For example, fanners frequently require 
bank credit to get through the long spring-to-fall production process They 
can often obtain this credit on the security of crops in the ground But 
banks typically and understandably will loan more on a hedged crop than 
on one that is not hedged For the same reason, a savings and loan asso- 
ciation is willing to loan more on an insured than an uninsured house 
Insurance, like hedging, reduces the cost of extending credit because it 
enables the loan to be based on the rather easily ascertained value of the 
securi ty rather than on the far more difficult to determine creditworthiness 
of the borrower If you think that's a small difference, compare the interest 
rate you pay for a house or new car J oan with what you would have to pay 
for an unsecured personal loan 
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Along the same Ime, hedging by reducing the risks of producers- 
farmers, carriers storage specialists, processors- enables them to operate 
with fewer resources A large gram elevator firm may be holding 50 million 
bushels of wheat at one tune As little as a 2c per bushel decline m the 
price will inflict on the firm a $1 million loss 1 If the firm were not able to 
hedge, it would have to build huge financial reserves to help it ride out 
price fluctuations With hedging readily available, it can hold large gram 
inventories on small financial reserves and easily borrow on the security 
of the hedged gram 


Picking on Speculators 

If hedging and speculation accomplish the socially useful functions 
we've described in this chapter-smoothing out fluctuations in both price 
and supply as well as reducing business costs by providing better infor- 
mation to producers of various kmds-why is the whole area under such a 
cloud in the public mind? And why are politicians so often eager to im os- 
tigate, restrain, or punish ' speculators' 71 Some of this attitude may spring 
from a deep-seated hostility to gambling ' But it's hard to condemn 
gambling on moral grounds when as m the case of commodity specula 
hon, the gambler assumes unavoidable risk and thereby reduces the risk of 
those who want to avoid it An important difference between commodity 
speculation and football bettmg is that commodity speculation does not 
involve the deliberate cmtm of risk 

Another cause of public hostility is probably our common preference 
for having our cake and eating it, too We want to be protected against 
loss, but we envy and resent those who provide that protection when it 
turns out to be a profit rather than a loss that we avoided Farmers, for 
example, complain bitterly when speculators reap the profit from an 
unexpected rise in commodity prices and can usually persuade their 
congressmen to sympathize with them and condemn the 'greed} ' specu- 
lators who received 'unearned" profits Greedy they may be But the profit 
is unearned only if we believe that people who purchase the risk that 
others don't want to bear are not performing a socially useful function 


Faulty Forecasts 

It's easier to come to that conclusion if one believes that good infor- 
mation about the future is either unimportant or not hard to obtain No 

1 Richard Nixons now famous television address of August 15 1971 in which he 
announced several sharp changes of direction m government policy included six disptr 
aging references to speculation or speculators Itsnsk} to blame business labor consumers 
other nations or the government s own polic es for creating economic problems Bat its 
ahvavs safe to bhmc specuhtors 
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one with experience in business decision making will agree that its un 
important The recent history of the paper industry in the United States 
provides one dramatic example out of many that could he mentioned In 
the 1960s, papermakers had so much producing capacity that they com. 
peted prices down severely in efforts to market their output The excess 
capacity had been installed on the basis of expected demand increases 
but few producers took account of the fact that most other producers 
were also expanding capacity The resulting bargain basement prices for 
newsprint and other paper in the late 1960s brought growth to an abrupt 
halt. Producers abandoned expansion plans that weren't already too far 
along to stop But demand continued to grow and within a few years the 
situation had turned about once again. In 1973 and 1974 some newspapers 
cut their size and others went out of business because they couldn't obtain 
enough paper at a low enough price So in 1975 papermakers were exult 
ing in their newfound prosperity And trying to take advantage of the 
situation by increasing production And probably initiating capacity 
expansion Were they also setting up a return to the low prices of the 
1960s? They would very much like to know. So would firms that are heavy 
users of paper 

Committees as Seers’ 

It was generally agreed in 1974 that inaccurate forecasting had aggra- 
vated the inflation of 1973 and 1974 by allowing shortages of important 
resources to develop. That s why Congress enacted legislation in Septem 
ber of 1974 establishing a National Commission on 5upphes and Short 
ages This commission of thirteen members was asked 'to provide specific 
recommendations . as to a permanent facility at the highest level of 
our national life fully equipped with all relevant information to perceive 
a potential economic crisis area and to offer alternative policy actions 
needed to offset or mitigate that crisis." The quotation is from the letter 
sent to the president by both the majority and minority leaders of the 
Senate upon passage of the bill The disturbing feature of the letter and 
the legislation it accompanied was the assumption that the future can be 
forecasted if a national commission undertakes the job But how will a 
bakers' dozen of presidential and congressional appointees do a more 
accurate job of forecasting alt supplies and shortages than a much larger 
number of far more experienced people does right now m forecasting 
supplies and shortages in speak industries 7 

The commission or any agency it establishes will inevitably base its 
forecasts on information obtained from the very industries whose fore- 
casting failures led to creation of the commission Where is there a better 
source, after all? Who is more likely to have gathered up every available 
bit of relevant information than those people for whom accurate forecasts 
can make the difference between financial success and financial ruin 
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Perhaps Congress and the president were just eager to seem on top of 
events when they created a National Commission on Economic Fore 
sight as Senators Mike Mansfield and Hugh Scott characterized it But 
it s more likely that they were givmg expression to the widely held view 
that information about the future realty isn l hard to obtain That s a 
strange prejudice and one remarkablj resistant to the evidence 


CONSUMER PROTECTION 

Every consumer purchase is nsky The consumer pays a sum of money 
in anticipation of a future stream of sen ices and those services v\ ill often 
not be as satisfactory as he expected when he made the purchase The loaf 
of bread may prove moldy when he opens it or just less tasty than he had 
hoped the new roof may leak m a driving rain the articles in the magazine 
to which he took out a twelve-month subscription may turn out to be dull 
and uninformative the movie rated G may give his children nightmares 
for a week Since we re all consumers and nearly everyone agrees that the 
consumer deserves to get what he pays for campaigns to provide more 
and better consumer protection are always popular But the purchase 
of better consumer protection is also nsky the stream of actual benefits 
in this case too may fall short of what was expected when the costs were 
incurred 

The Caveat Emptor Pnnciple 

Cnoeal emptor means Let the buyer beware Its a legal principle which 
holds that the seller is not responsible for the quality of his product unless 
that quality is guaranteed m a warranty The doctrine is seldom mentioned 
today except to condemn it But we ought to think awhile before we decide 
to discard it completely One significant virtue of the caveat emploi doctnne 
was the incentive it gave to buyers Since the buyer had to bear the costs 
of his own mistakes he had a strong incentive to acquire information 
about products before purchasing them Caveat emptor induced each buyer 
to become an information collector Now information githenng has a cost 
as we know the question for public policy is whether this cost ought to 
be imposed on each individual consumer or borne by someone else 

The government can and does assume some of the costs of information 
gathering by setting and enforcing standards You don t carry your own 
scale to the grocery store because you assume the butcher 1 s scale is accu- 
rate and his weights are honestly recorded And you probably make that 
assumption because you know the butcher is liable to a fine for dishonest 
weighing A little information gathering by government inspectors in this 
and similar cases substitutes for much more costly information gathering 
by individual consumers 
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We often accept the word of the seller about some quality *),,){ rtfar 
easily able to check for ourselves by reasoning somewhat as hjjJ^ 
he were lying somebody would probably catch him he km% flu aai 
he also knows that the penalty for getting caught would be high-either 
legal action or disastrous publicity- so he s probably telling ^ 
And that s another way in which weeconomize on thecostf ofinf om)j(|(in 
gathering It s far from perfect with everybody assuming that meorc 
else s checking, no one may in fact be checking This leaves rooin 
dishonesty on the other hand it often functions as a low cost 
quality control 

But it s a system that functions best when the qualities m question a'e 
clear in principle like weights and volumes or chemical compo% on j} e 
system begins to break down when the qualities are d fficult measure 
precisely (more cleaning action) or highly subjective {full bodied fl avor | 
or when they can only be tested over a long period of time (as vv th miny 
consumer durables) or when the product is so complex (an automobile is 
the best example) that some defects arc almost inevitable 

Ways of Gathering Information 

What do we do m such cases? With relatively low cost item 5 n e (end 
to rely on our own cumulative experience the testimony of fnends or 
sometimes the reputation of the manufacturer or retailer The Ijst points 
to an important function of brand names By enabl ng consumers to blame 
or credit the maker brand names give producers an incentive t & provide 
purchasers with quality features they want even when they dn n i know 
enough to look for them Brand names and their advertising have even 
been recommended recently in the Soviet Union as a way o/'wmpeffwg 
manufacturers to pay more attention to quality control 
In the case of consumer durables or automobiles, where the cost of a 
purchas ng mistake is so great that we want good information m advance 
but where most of us are also unable to gather adequate information on 
our own, we tend to demand guarantees from the seller We only purchase 
on condition that the seller replace or repair the product if it fails to per 
form adequately We all know some of the inadequacies of this system 
guarantees whose guarantors are unreliable or uncooperative products 
that break down right after the warranty period has ended the nuisance 
of frequent trips to the service center On the other hand the producers 
desire to sell gives them an incentive to provide longer and moic effect ve 
guarantees and to esfabl sh a reputation for quick cheerful and certain 
service-as well as an incentive to produce goods that won t htoe to be 
brought m for service under the warranty 
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WATCHING OUT FOR LEMONS 

On page 173 ue ittnbuted the often considerable difference 
among new book prices used book repurchase prices ana used 
book sales pnees to the costs sellers md buyers n ust incur to find 
one mother The fact tbit information s not a free good contrjb 
utes in an additional way to the familiar gap between the prices 
of new and good as new consumer dunbles like automobiles 

An> automobile mav turn out to be a lemon That s onlj dis 
covered through use however If we mike the reasonable assump 
tion that lemons will be traded m sooner than nonlemons it 
follows that there will be proportionately more lemons among 
used than among nonused cars S nee the probabil tv of getting 
a lemon when buying a good as new used nr is therefore 
greiter thin when buying a new one used cars can only be sold 
at a reduced price 

The buyer in effect demands a discount from t! e seller as com 
pensation for the unrevealed information the seller may have 
about the car s defects Tint also explains why a reputable dealer 
will usually be able to sell a used car for a higher price than the 
owner can get The dealer makes up in part for the fact that the 
car is more likely to have concealed defects by offering a service 
wirrmty 


Reputation and Reliability 

The reputation of the seller plays a key role in everything we have 
mentioned And that comes down to the seller s desire to sell again Pro 
ducers and sellers usually have better information about product quality 
than do customers because they re specialists The manufacturer of a 
product is obviously a specialist with ready command of detailed mfor 
mation about his product As for retailers they ordinarily buy in quan 
titles sufficiently large to justify an investigation of product quality so 
that a poor quality product will tend to disappear from the shelves These 
specialists are often eager to assist the customer in his fumbling quest for 
information about quality not because they love consumers but because 
they want future sales And future safes wiff depend upon their reputation 
for reliability 

This analysis yields a simple prediction Complaints by purchasers that 
they have been defrauded will be more frequent as sellers are less con 
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cemed about future sales We'll leave it to you to locate examples to con. 
firm or refute this prediction We'Jl suggest only one the sale of used 
residences The first year after purchase is all too often spent by the buyer 
in patching, replacing, and regretting his naivete You can explain this on 
the grounds that home sellers are intrinsically less honest than business, 
men, or you can explain it by granting that sellers have little incentive to 
share information with buyers when they have no concern for any jk{j ( 
qurnt sale 


Do We Want More Laws? 

None of the institutions we've mentioned provide complete protection 
to the buyer Even those that usually work well occasionally break down 
Should we pass additional laws and create new agencies to give consumers 
better protection? In thinking about this question we must remember that 
"perfect information ' is no more available to consumer protection agen- 
cies than it is to the consumers they’ re charged with protecting What we 
really want is more information, but not so much information that the cost 
of making it available exceeds the benefits of having it 

It simply isn't possible to spell out m complete detail the characteristics 
of any good offered for sale Goods have too many aspects and too many 
potential users The seller may be thoroughly convinced that his fertilizer 
will satisfy the most exacting user, but only because he never dreamed 
that the purchaser wanted it for an indoor planter and would find the 
smell intolerable The baker who congratulates himself for adding chemi- 
cal preservatives to his product isn't thinking at all about the rare person 
who is allergic to those preservatives Shall we hold the bookseller liable 
for failing to inform a purchaser that the language of the book he is buying 
will offend him oi that the color of its binding will clash with the decor 
in his den? 


The Ambiguity of Quality 

Moreover, "quality' is not an either/or characteristic of goods Even the 
marvelous one-horse chaise of Oliver Wendell Holmes's deacon broke 
down after a century It touM have been made to last longer Was it there- 
fore a poor quality chaise? 

Or take something as simple as a golf ball What is "quality" m a 
ball? The straight driver wants distance, but that's a mixed blessing for 
the erratic sheer to whom twenty additional yards means a longer hike 
into the rough on the right The hacker wants a tough cover that will n*«t 
the hatchetlike blows of his two-iron, but the good golfer always hits the 
ball with the face of the dub and is looking for other features What’s the 
value of durability to a golfer who has never in his wandering and aqii3tic 
career worn out a ball before he lost it? 
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What do ash frays add fo the quality of a nonsmoker's automobile? 
Shall we say that soles on children's shoes that last two years are of higher 
quality than soles that last only one year if childrens feet grow half an 
inch in half a year? Are telephone receivers that leak magnetic waves lower 
quality than those that don't? If you're hard of hearing and your hearing 
aid has a device that picks up conversation from magnetic leakages, these 
leakages, classified as "garbage" by the phone company, are for you the 
essence of a high quality receiver 


Quality and Standardization 

It's much easier to certify that a product is what it ought to be if every- 
one agrees on what it ought to be That's probably why the demand for 
more precise product descriptions and guarantees is associated with a 
demand for more standardization But standardization has costs, too A 
standard size loaf of bread, to take one actually disputed case, will either 
be so large it goes stale before the person who lives alone can finish it or 
so small that large families wind up paymg more in packaging costs 

There's even something to be said m defense of product failures 1 Con- 
sider the case of light bulbs A particular production process yields bulbs 
with a certain average life, a few with a much longer life, and a few dismal 
failures that bum out quickly The bulbs with a shorter life will be mar- 
keted because no one knows which they are (They can t all be tested 
because testmg bums them out The manufacturer must take a sample 
and employ the procedures of statistical inference to determine the quality 
of his products ) Now a more careful and expensive production process 
could surely reduce the variation in expected life and hence the number 
of failures But would the result justify the additional cost? We could well 
end up getting less light bulb life for our money on an average than we do 
now An occasional dismal failure is therefore part of the price we pay for 
low cost production processes 

The Regulation of Advertising 

This may be as good a place as any to raise the difficult question of 
advertising and its regulation In chapter 2 we encountered the argument 
that advertising reduces social welfare by creating wants that must then be 
satisfied That claim is almost surely exaggerated unless one mcludes m 
"advertising" all of the social practices by which we induce one another to 
want things that we hadn't previously thought of The question here, how- 
ever, is one about the qualify of information that commercial advertising 
provides 

The very idea that advertising provides information apparently offends 
some people But information is what you're looking for when you consult 
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the Yellow Pages to find a plumber look up the movie ads to see v^s 
playing nw through the want ads in searching for an apartment, or iu^ 
for a refiner's trademark when you're driving at night on a nearly erpty 
tank. Of course the informational content of advertisements will vny 
widely A long and closely printed description of a new piece of machinery 
placed by its manufacturer as an advertisement in a trade journal is o « e 
thing, a thirty-second TV commercial for laundry soap is almost another 
genus But where is the line between informing and persuading, or be- 
tween rational persuasion and psychological manipulation? 

What about truth in advertising? Is there a clear line between truth 
ful assertions and hopeful claims? The economist George Stigler c"re 
observed somewhat cynically that "the typical university catalogue would 
never stop Diogenes m his search for an honest man " And onecanaf least 
wonder whether the college professor who is so critical of misleading H 
exaggerated claims by business advertisers applies the same rigorous 
standards to the personal resumes that heprepares annually for the mfor 
mation (?) of his dean Two wrongs do not make a nght But Criticism 
should also begin at home And it 5 usually easier to appreciate the ambi- 
guities of an ethical dilemma when we ourselves are involved than when 
we re judging the behavior of people of whom we don't quite approve 

Who Guards the Guardians? 

If the government is to exercise supervision over advertising, it must be 
in possession of workable criteria for distinguishing warranted from tin 
warranted claims The history of the Federal Trade Commission shows 
how difficult it is to find criteria that can be widely and effectively applied 
at an acceptable administrative cost Can the regulators avoid 'straimrg 
at gnats and swalbiving camels ? 

And will the regulators also control political advertising? How would 
you compare the truth to malarkey quotient of television commercials 
for business products with the truth to marlarkey quotient of commer 
cials for politicians seeking elective office 7 Do you suppose that a govern 
ment agency could regulate political advertising? 

Would you like to ponder a really tough question? Try this one Are 
jaws regulating advertising consistent with the First Amendment to the 
Constitution? Congress shall make no Uv> abridging freedom of speech « 
the press, says the Bill of Rights, and the Fourteenth Amendment extends 
that prohibition to the states How then can advertisers be required by a 
government agency to withdraw claims that they cannot authentic^ to 
the satisfaction of the agency? Some have argued that the First Amend 
ment was only intended to protect political speech Perhaps that is so !< 
IS doubly ironic, then, that corporations have been criticized for nuvmrg 
advertisements designed specifically to influence legislation, and tbit £ 
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WHO SHOULD BE RESPONSIBLE 
I OR GATHERING INFORMATION? 

Information gathering is an activity n th opportunity costs But 
since those costs vary for different people depending on their 
skills and interests as well as their s tuation it makes sense to 
encounge those with a comparative advantage in informal on 
gathering to specialize m that actwty The argument in the text 
suggests that by completely abandoning cm I enpkr we would 
leave no incentive for consumers to gather nformation even in 
situations where they have an enormous comparative advantage 
over sellers 

Consider the case of clothing The seller will usually have a 
comparative advantage in acquiring information on such charac 
tenshes as durability response of the material to alternative 
cleaning processes and resistance to wrinkling The buyer has a 
clear comparative advantage howe er in acquiring information 
on the su tabilily of the clothing for tne buvers intended uses 
and its compatib hty with other wardrobe tenis If tl e seller 
must guarantee the clothing agi nst consumer dissatisfaction 
regardless of the source the buyer will have less incentive to 
acquire information prior to purchase and the seller will be 
pressed to gather information in whose production he has a 
comparative disadvantage 

The argument in the text is for <1 and re if im< Midi not because 
this is a more equitable arrangement but because it s likely to be 
a more efficient arrangement one that reduces total social costs 
There is a dose anilogv with the legal principle of contributory 
negligence A consumer who tries to pul! malted grass from under 
his rotary iawnmower without shutting off the engine should not 
be allowed to recover damag s from the manufacturer of the 
mower for the loss of his fingers If ev cn the most foolish behav ior 
by users docs not exempt the manufacturer from the payment of 
damages eventually manufacturers will produce only foolproof 
lawnmowcrs-wluch are going to be far more expensive than 
present rotary mowers 


government has been asked to prohibit precisely that kmd of advertising 1 
But we only wanted to raise the questions To answer them m a satis- 
factory way would obviously carry us much farther afield than we can 

1 For a provocative examination of the First Amendment ssues Taised by government 
regulation see the essay by R. H Coase The Market for Goods and the Market for Ideas 
American Economic Review May 1974 pp 384-91 
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go in an introductory economics text It may be helpful m weights ^ 
problems of advertising and its regulation to remember, howevtfjJ 
(hi scarcity of information is the heart of the problem It is the scarcity 0 f 
information that makes advertising useful, that permits advertising t 0 j^ 
misleading or deceptive, and that makes its regulation difficult Any solu 
tion that would allow advertisers to disseminate only true and relevant 
information presupposes that someone knows exactly what is true inevery 
case and relevant to every situation That comes awfully close to assuming 
that for at least someone, perhaps the Federal Trade Commission, mfo r . 
rnation is not a scarce good 


Caveat Emptor and Caveat Venditor 

In view of the fact that information is a good, but a scarce good we 
would probably be wise not to surrender altogether the doctrine of 
emptor The consumer who knows that he must bear at least a portion of 
the cost associated with poor choices will have an incentive to use the 
information available to him and to acquire further information whea it 
can be obtained at low cost People who are rot held responsible are after 
all, tempted to behave accordingly— irresponsibly And if we want to make 
the seller bewa re-caml veniiior - we should remember that wary con- 
sumers can be extremely effective in persuading sellers to accept respon- 
sibility Even government regulation to protect the consumer can hardly 
be effective without the active and astute assistance of at least sortie con- 
sumers Laws rarely enforce themselves, that' s why we have police Given 
the multiple dimensions of products, the variety of tastes people have, the 
ambiguities in the concept of quality, the sheer number of market trans- 
actions thai occur each day, and ihefatfShaitventhebesl vyjdljn ibpwo/Jd 
can be ineffective m the absence of adequate information-given oil this, 
we probably have no alternative but to rely heavily on consumers them- 
selves for consumer protection 


Once Over Lightly 

An opportunity of which you're unaware is not a real opportunity Infor- 
mation is therefore a valuable resource whose possession enables people 
to increase their wealth 

Information is a scarce good whose production usually entails costs 
The efficient decision maker accumulates additional information only as 
long as the anticipated marginal benefit is greater than the marginal cost 

A great deal of economic activity is best understood as a response to 
the fact that information is a scarce good The much abused ' middleman 
is m large part a specialist m information production Just as the real estate 
broker enables prospective buyers and sellers to locate one another, so the 
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typical retailer provides customers with knowledge of the goods sellers are 
offering and brings sellers mto contact with those who want the sellers' 
offerings 

The common habit of viewing the middleman as an unproducbve bandit 
on the highway of trade stems from the erroneous assumption that infor- 
mation is a free good 

Everyone who makes a decision in the absence of complete information 
about the future consequences of all available opportunities is a specu- 
lator So everyone is a speculator 

People who think they know more than others about the relationship 
between present and future scarcities will want to buy in one time period 
for sale m the other If they are correct, they gam from their superior 
insight and also transport goods through time from periods of lesser to 
periods of greater scarcity If the/ re wrong in their predictions they per- 
versely move goods from periods of greater to periods of lesser scarcity 
and suffer the penalty of a personal loss on their transactions 
Because prices are summary indicators of scarcity, they are valuable 
information Those whose buying and selling activities create prices are 
generating information that is useful to others 
Hedging is an attempt to reduce risk by selling a portion of the possible 
gam and possible loss from a course of action to someone else Those who 
purchase risk enable others to reduce their risk 
The way in which a society assigns risk or allows people to buy and sell 
risk helps determine the manner in which resources will be allocated 
People who are protected against the consequences of mistakes will 
have less incentive to avoid mistakes People who are required to bear the 
consequences of mistakes made by others will search for ways to prevent 
others from making mistakes 


QUESTIONS FOR DISCUSSION 

1 If you found that you could reduce your bills for new clothing 10% by buy- 
ing exclusively from catalogs, would you do it 7 Are ihere some articles of 
clothing you would be more willing to buy from a catalog than others 7 Why? 
What kinds of information does a clothing retailer supply? 

2 Evaluate the following paragraph from a newspaper article 

One sure way to save money on groceries is to eliminate 
the middleman by buying directly from farmers and other 
suppliers That is what a group of socially motivated and 
normally hungry people have decided to do by forming a 
grocery cooperative 
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3 Would you expect prices for goods of similar quality offered in garage 5 % 
to vary more than prices for goods offered m regular retail outlets? Why? 

4 ‘ ’ 


information? What do you ' know when you buy a watch from an estab- 
lished local jeweler that you do not know m this situation? 

5 Are you speculating when you buy fire insurance on jour home? Could you 
save money by getting together with your friends to form an insurance 
cooperative thereby eliminating the necessity of paying something to a 
middleman (the insurance company]? What kinds of useful information do 
insurance companies provide? 

6 You find out m late December that you cart probably make SlOCOon a busi 
ness deal if you can gain the good will of a client by getting him two tickets 
to the Super Bowl game You manage to buy two well located seats from 1 
scalper for $250 Were you cheated by the scalper? Would you be glad that 
scalpers exist? Why do so many people dislike scalpers intensely? 

7 In February 1972 the price of beef m grocery stores rose rapidly, contributing 
to an overall increase in the cost of groceries and pushing up the index of 
consumer prices at a time when the government had announced its deter 
mmation to stop inflation The president of the United States publicly 
blamed the middleman Why? 

5 Are you speculating when you buy a house? dre you hedging when you 
buy a house? Explain how the purchase of a house entails assuming addi 
tional risk of one kind and reducing risk of another kind 

9 Suppose that March corn futures were selling at $2 65 m July of the pre 
ceding year when the July cash pnee was $2 80 The cash price for March 
com eventually turned out to be $250 Explain what probably happened to 
cause this sequence of prices and what its consequences were 

10 When a magazine sells you a three-year subscription, who u "selling short 
and who is buying long ? What risks does this entail and who bears them? 

21 Does advertising provide information? Try to find examples of highly infor- 
mative and extremely nomnformative advertising What effects does non 
informative advertising have? Suppose that a product manufacturer's adver 
trsing does nothing but repeat the brand name in musical jingles to make 
consumers aware of the product s existence Will the benefits to the manu 
facturer of this kind of advertising campaign depend in any way on the 
quality of the product? 

12 How would you prefer to handle the issue of government regulation of 
advertising^ Try to be clear about the criteria you would want used and the 
practical procedures for applying these criteria 
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13 Puces for eyeglasses are significantly low er in states that pemut them to be 
advertised than instates which prohibit such ad\ erftsmg Why 7 Who do vou 
think supports laws against advertising the prices of prescription drugs? 

14 The Federal Trade Commission has held that words like rml diamond or 
leopard cannot be used in the advertising of svnthe‘ics even when the 
advertising clearly states that the product is an imitation What conse 
quences would you predict 7 

15 Should all fraud be prohibited? Would vou say that fraud has been prohib 
ited when laws have been enacted against it but the laws are not enforced in 
a majority of cases? Is the prevention of fraud subject to diminishing mar 
girnl returns? Is there an optimal amount of fraud 7 

16 Do you think the rule caveat "tndilor should be substituted for caveat mptor 
m the case of garage sales 7 What consequences would you predict if th s 
were done 7 If you would be opposed to such a substitution in the case of 
garage sales but would generally favor it for sales of new products explain 
why you make the distinction 

17 Do you agree or disagree with the claim m the text that buy ers of used resi 
denccs are among the most frequently and severely defrauded purchasers 
of goods? Do the prices of used relative to new houses reflect this situation 
in any wav? Do vou have any ideas for reducing the amount of deception 
involved in the sale of used residences 7 




THE SIZE OF FIRMS AND 
THE QUESTION OF MONOPOLY 


The term administered prices was first introduced to public discussion m 
the late 1930s irt order to make a distinction between prices that were set 
by supply and demand and prices supposedly established by "administra- 
tive action " Since that time the term has been widely used, especially by 
critics of "big business " Some of these critics have accused professional 
economists of ignoring the dominant role of 'administered prices ' in the 
American economy, and of pretending that prices are all set by supply and 
demand According to most of these critics, the American economy is 
today largely controlled by monopolists and oligopolists, who pay no 
attention to supply and demand, but instead use their market power to 
manipulate prices according to their own selfish and narrow interests 
It is impossible to evaluate any of these claims without first obtaining a 
clearer notion of what is meant by such terms as administered prices and 
monopolist We have consciously steered around these issues as much as 
we could m the preceding chapters The tactic that usually enabled Us to 
do so was the implicit assumption that there were so many buyers and 
sellers in any market at which we were looking that none of them had any 
power to affect the price by his own individual action It is now time to 
look more closely at issues that have been bypassed 
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MONOPOLY* MARKET POWER OR LEGAL PRIVILEGE? 

We begin with the word monopoly the product of two Greek words 
meaning 'sole seller " Are there any monopolists m that strict sense of tK 
word? Try to think of something that is sold exclusively by one $<.][„ 
Telephone service is i favorite example But is it an accurate turtf? 
There are many setters of fe/epAone service in the CJhifed Su* K 4S , 
matter of sometimes forgotten fact Bell may have invented it 
the regional companies with his name nor their parent, American T?'r 
phone and Telegraph, are the only ones who sell it Still that tri) be 
beside the point For any given buyer there is typically only one seller 
since telephone companies enjoy exclusive selling privileges m partiaili* 
areas On the other hand, a buyer doesn't have to live in a given area ft 
can move to another franchise area if he prefers the product there Bi'fc 
comes a justifiably impatient snort "That's irrelevant " But its not com 
pletely irrelevant Moving your residence may be a prohibitively expensne 
way to shift your telephone patronage, and it's hard to imagine any oneactu 
ally moving just because he resents the IocjI phone company But that u 4 
way of obtaining a substitute product And by its absurdity, our example 
calls attention to the ctux of the problem the availability of substitu*« 
Suppose we redefine the commodity sold by telephone companies a B d 
call it ' communication services " There would be nothing mtrmsially 
* * * ,r " •• • L 


petition with Western Union the post office, various messenger ard 
delivery services, loud shouting, fast running, and a national network for 
conversation among computers The point of all this is simply that if ne 
define the commodity broadly enough, not a single commodity m the 
country is sold by a monopolist 

Now Jet's look at the other side of the coin Suppose we define the com- 
modity very narrowly If telegrams are not the same thing as telephone 
calls, neither is a gallon of milk at the little store next door the Same thing 
as a gallon of milk three blocks away at the supermarket If you hue no 
car, are rocking a screaming baby who won't stop until he gets his botth 
and have no one to leave the baby with, the milk three blocks away is a 
vividly different commodity from the milk at the store next door Ask my 
parent of a small baby Thus we are forced to conclude that, when the 
commodity is defined narrowly enough every seller is 3 monopolist, since 
no two sellers will ever be offering completely identical products 

We are trying to convince you that the word monopoly is extraordinary 
ambiguous For everyone or no ore is a sole seller depending on how m 
define the commodity being sold Furthermore, there is no satisfactory 
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way to decide in all cases just how broadly or narrowly the concept of a 
commodity ought to be defined The Supreme Court of the United States 
has sometimes listened to persuasive arguments on both sides of a con- 
tested definition and then divided m its decision Take cellophane, for 
example Is it a separate commodity or should it be put in the category 
"flexible wrapping materials"? The answer given m cases such as this may 
determine whether a manufacturer is convicted under the antitrust laws 


Alternatives, Elasticity, and Market Power 

So let's try another approach What would be so bad about a sole seller 
if we found one 7 The telephone company hints at the answer when it 
advertises "We may be the only phone company in town, but we try not 
to act like it " If wc find a case where there really is a sole seller, the cus- 
tomer will have no alternatives No one wants to be without alternatives 
The poorer our alternatives, the weaker our position and the more easily 
we can be taken advantage of 

But we learned in chapter 2 that there are always some alternatives 
There is a substitute for anything even the services of the local telephone 
company After all, no one ' needs' a telephone On the other hand, a 
phone is a valued convenience for many families and business firms The 
concept from economics that suggests itself is pnee elasticity of demand 
No seller js a monopolist m !he strictest sense of the word because there 
is no such thing as a perfedhi inelastic demand No seller has any buyer 
totally over the barrel On the other hand, very few sellers of anything face 
perfectly elastic demand curves Anything less than complete elasticity 
means that the seller will retain some business when he raises his price, 
which in turn implies that the seller has at least a morsel of market power 
Where is the line belween a morsel and monopoly 7 
There is no dear line of demarcation unless we decide to draw one arbi- 
trarily Elasticities of demand reflect the availability of substitutes, other 
things remaining equal, the more good substitutes there are for anything 
the more elastic will be the demand for it Market power is thus seen to 
be a matter of degree, and to be inversely related to price elasticity of 
demand Defined m this way the term market power has a meaning that we 
can talk about and use But we have not yet found a useful definition for 
the word monopoly 


Privileges and Restrictions 

Let's try another approach In the early nineteenth century there was 
often no distinction made in the United States between a monopoly and a 
corporation The reason was that corporations had always been created 
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by special governmental acts They received whether from Crown and 
Parliament prior to the Revolution or from state and national legislate 
afterward special "patents ' as they were called official documents grant 
ing rights and privileges not available to others Corporate charters were 
therefore called 'grants of monopoly' since they gave to one party a 
power that was withheld from others The East India Company wj$s uc h 
a monopoly and the special privilege of selling tea in the Colonies 
given ^ it m 1773 helped bring on the American Revolution 

Here is another and quite different meaning of monopoly, one related 
to acts of the state If the state allows some to engage in an activity bat 
prosecutes others for doing so or if it taxes or restricts some sellers but 
notofoer5,orrt it grants protection or assistance to some while compel]^ 
others to make their own way unaided, the state is creating exclusive ptwi- 
leges This meaning for the word monopoly has contemporary relevance as 
well 4 s historical significance 

Many business organizations operate with monopoly grants of this 
kind In fact it is becoming increasingly difficult to fnd one that does not 
In the name of all sorts of commendable-sounding goals— public safety, 
fair competition, stability national security efficiency— govcrnmentsjtalf 
levels have imposed restrictions upon entry into various industries or 



( WHAT PERCENTAGE OF THE MARKET 

l CONSTITUTES MONOPOLV? 

| In a very important legal decision handed down in 1945 the 
i eminent jurist Learned Hand explored the question of whether 
i the Aluminum Company of America wasa monopoly Long after 
the compjny s patents had expired It was contmi ing to sell over 
90% of the v rgln aluminum marketed m the United Stales Justice 
Hand held that 90% u> is enough to constitute monopoly and 
i added It is doubtful whether sixty or sixty four per cent would 
be enough, and certainly thirty three per cent is not 
Precise numerical criteria of this sort have a certain appeal But 
anv such criteria may be both too strong and too weak m theit 
f condemnation of market power Thr«e firms each controllingone 
‘ third of the total supply of virgin aluminum would almost cer- 
i tamly have substantial market power, whether or rot we choose 
to apply the term mwpoly to them singly of jointly But one 
firm controlling 100% of the supply of uniformly shaped potato 
chips would rot seem to have excessive mar ket power merely by 
\ Virtue of that fact 
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trades The beneficiaries of these restrictions always include the parties 
who can escape them These parties will rarely agree that they enjoy a 
grant of monopoly power But the effect of the restrictions nonetheless is 
to prevent some from competing who would otherwise do so 

We are not sayjng that restrictions on entry into a market are always to 
be condemned, or that the businesses which benefit necessarily behave 
badly afterward, or that society can never be better off as a consequence 
of restrictions on competition We are onlv concerned that the restrictions 
be noted so that their consequences can be evaluated They will often turn 
out to be different from what most people assume We could, if we wished, 
use the word monopolist to describe any individual or organization oper 
ahng with the advantage of special privileges granted by the government 
The trouble is that most people no longer use the word in this way By 
such a definition, the Postal Service is a monopolist, as are most public 
utilities, many liquor stores, morticians, and crop dusters, the American 
Medical Association, state bar associations, and labor unions, farmers 
with acreage allotments, licensed barbers, and trucking firms The list is 
long indeed 

And so we are going to take the heroic step of dropping the word monop 
oh from our working vocabulary Its meanings are too many and too vague 
' 'When I use a word/ Humpty Dumpty said in a rather scornful tone, 'it 
means just what 1 choose it to mean-neither more nor less ' " Monopoly is 
a favorite word of contemporary Humph' Dumpties And that's why we 
are not going to employ it We shall try to use alternate terms that are 
more likely to communicate the precise situation we have in mind 


Price Takers and Price Searchers 

Let s go back now to the phrase with which this chapter began admin- 
istered prices Is there a distinction between administered prices and 
prices that are set by supply and demand 7 
It's a free country, as they say, and businesses are usually free to set 
their own prices The United States Steel Corporation has substantial 
discretion when it prints up its price lists, and a wheat farmer from Kansas 
can feel quite safe from the threat of prosecution if he decides to offer his 
crop at $4 50 per bushel But there is obviously an important difference 
that helps to explain why United States Steel keeps one eye on the govern- 
ment when deciding on its prices and wheat farmers do not The differ- 
ence, we shall nonetheless insist, is a difference of degree, not kind 
Take the case of the wheat farmer first Suppose he consults the financial 
pages of his newspaper or tunes in for the noonday market reports and 
finds that number 2 ordinary hard Kansas City wheat opened at $3 25 per 
bushel That news may disappoint or delight him, but there is almost 
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one thinks about it carefully £mv seller in the last analysis sets his own 
price, though some sellers can do so with little or no real searching because 
they in effect accept the prevailing price (price takers) At the same time, 
price searchers are by no means free from the constraints imposed by 
supply and demand United States Steel is a favorite target of those who 
decry administered prices, but whatever the faults or failings of the cor- 
poration, its decisions are surely conditioned by supply and demand 
Supply depends on cost, and cost is taken into account by every price 
searcher The supply capabilities and intentions of other steel producers 
will also be considered Demand curves are never completely inelastic, so 
demand must be taken into account if the price searcher hopes to find 
what he is looking for, which is presumably the most profitable price to 
set The current and prospective demands for such other products as alu- 
minum, plywood plastic, and cement are also relevant information to the 
searcher for a proper steel price since anv or all of these products may 
him out to be substitutes for steel 

So we end up with no usable meaning for the term administered prices 
either All prices are administered and all prices are set by supply and 
demand The term rnfmimsferaf prices will consequently not be used m sub- 
sequent chapters An examination of its history would reveal that it has 
more often been used as a polite "bad word than as a concept to aid 
analysis or critical discussion Economic problems are sufficiently com 
plex without complicating them further by using terms that generate 
much heat and no light 

One other term appeared in the introductory paragraph oligopolist The 
dictionary suggests that an oligopolist is ' one of a few sellers " The Big 
Three in automobiles and the major cigarette manufacturers are com- 
monly cited as examples of oligopoly situations But what about the daily 
newspapers in a large city? Or do they compete with other newspapers 
that can be trucked or flown in With news magazines billboards, televi- 
sion, the yellow pages? What is the commodity that allegedly has oniy a 
few sellers? Should it be broadly or narrowly defined? What about gaso- 
line stations? Hardware stores? Automobile dealers? Shops that restrmg 
tennis rackets? How few is few? We don't have to multiply examples to 
discover that all the problems associated with defining a monopolist as a 
sole seller return to haunt us when we define an oligopolist as one of a 
few sellers 

There is a special market situation to which many economists have cho- 
sen to apply the term oligopoly Well examine and analyze that situation in 
chapter 11 But we shall not use the word oligopoly on the grounds that, 
like administered prices and monopoly it creates confusion rather than 
clarity and understanding 
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Alternative Terms 

The word monopoly means literally a sole seller But we have seen that 
everyone is a monopolist or no one is a monopolist depending on h 0lv 
narrowly or how broadly we choose to define the good being s^ s 0We 
have decided to get along without the word 

The problems and issues with which we shall be concerned cat, be mote 
effectively analyzed if we use the distinction between price takers and 
price searchers A price searcher is any seller facing a tilled of lessen perftilly 
elastic demand curve There are as many degrees of being a price searcher as 
there are degrees of demand elasticity, ranging all the way to lh e limiting 
case of the price taker, who faces a perfectly elastic or horizontal demand 
curve 

We shall also want to talk about sellers who enjoy special gram's o/pnci%r 
from the government We shall call them that rather than monopoly And 
we shall discover that many sellers are very diligent indeed m securing 
such privileges, privileges that have the effect of limiting competition by 
hindering access of others to the market on equal terms 


THE MEASUREMENT AND SIGNIFICANCE OF SIZE 

Many people who use the word "monopoly" are really employing it as 
a synonym for very large business firm " But ' big business'-sometimes 
spelled Big Business to convey a stronger implication of personified poner 
-is as vague and ambiguous a term as monopoly, and little is gamed by 
defining one m terms of the other When does a corporation Qualify as 
big 7 When is it too big 7 What are the best criteria for measuring %&el And 
to what criteria should we look if we want to evaluate bigness iij relation 
to social welfare 7 

The most widely used data on large business corporations are published 
annually by Fortunt magazine, relying primarily on the compares own 
financial statements (and hence excluding privately held companies, like 
Hallmark Cards that don't publish financial statements) The data for 
1973 appeared m the four monthly issues from May through August 1974 
in sections on the 500 largest and the second 500 largest industrial corpo- 
rations in the United States, the 50 largest nomndustnal corporations in 
six separate categories (commercial banking, life insurance, diversified 
finance, retailing, transportation, and utilities) and finally the 3Go larges* 
industrial corporations and the 50 largest commercial banks outside this 
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country Let s wander through these data to see what big might mean 
when applied to business corporations 1 
Quickly now which was the largest business corporation m the United 
States in 1973? You re wrong by sum? criterion no matter how you an 
swered Ranked by value of assets American Telephone and Telegraph 
was first by a large margin with assets of S67 billion Its nearest rival was 
BankAmenca Corporation with assets of 549 billion General Motors the 
corporation manv people assume to be the largest in the country was m 
ninth place after AT&T four banks two life insurance companies and 
one other industrial corporation GM had assets in 1973 of about $20 3 
billion 


A Variety of Indicators 

But assets aren t the only valid indicator of size In fact combining 
banks and life insurance companies with utilities and manufacturing firms 
makes the banks and life insurance companies seem more powerful and 
significant than they really are A corporation like BankAmenca can 
hardly be considered insignificant or powerless when it holds S50 bill on 
worth of assets And Prudential the largest life insurance company with 
almost $35 billion in assets is also a decidedly large corporation But 
Genera] Motors is probably far larger than either in the most meaningful 
sense That is suggested for example by the fact that GM employed 
810 920 people m 1973 more than any other company while BankAmenca 
employed only 56 250 and Prudential only o8 5:4 General Motors had 
14% times as many employees as BankAmenca although BankAmenca 
had 2% times as many assets American Telephone and Telegraph owner 
of all the Bell Systems the nation s long distance telephone lines and 
Western Eiectnc a large manufacturing subsidiary employed in 1973 
almost as many people as GM 798 934 The only industrial corporation 
m the United States with more assets than Geneiai Motors is Exxon the 
old Standard Oil of New Jersey but with about 25°o more assets (525 bil 
lion} Exxon had less than 17 J oas many employees as GM (137 000) 

Are there better indicators of size than cither total assets or total em 
ployees? What about total sales? By this criterion too General Motors 
comes home in first place Its 1973 sales were 535 8 billion Exxon was a 
poor second with saies of 52u 7 billion and Ford was third among indus 
tnal corporations with 523 bill on If utilities are included AT&T s $23 5 


1 You iwght enjoy huotmg through the data f tsthand krt » does an excellent ( ob of 
presenting the figures in a clear and ntereshng v-ay They can be found for any vear n 
success \e issues in the lafe spring and summer of the folio vmg year 
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billion in operating revenues just noses Ford out Banks and life in S u rance 
companies don t show up in rankings by sales because no on*, , t 
very meaningful to measure the sales ' of financial corporations What 
is it that a bank sells? Checking services, storage facilities credit? The total 
fees that are paid to commercial banks for these services dont sum to an 
impressive amount m comparison with the total sales of firms ownmgfar 
fewer assets 

The case of financial companies affords a particularly dear warning 
against assessing a firm s significance by its size and its size by an arbitrary 
criterion The size of financial corporations is usually calculated by value 
of assets because that's the simplest way to do it And within a particular 
industry this procedure does offer a rough measure of relative Size an£ j 
significance Between industries, however, any criterion wdl b$ far (ess 
meaningful as already shown in the case of General Motors artf 
America And even within a single industry like commercial banking we 
might not want to assign the same power or significance to J P Morgan 
and Company and Manufacturers Hanover Corporation despite the fart 
that they own approximately the same amount of assets For they have 
specialized in different aspects of commercial banking as suggested by 
the Morgan Bank s considerably smaller number of employees (only 63% 
as many as Manufacturers Hanover) And any discussion of the size of 
financial corporations that ignores the fact that their assets are m large 
part the securities issued by other corporations is bound to go astray It 
is at the very least illegitimate to add the assets of the largest financuland 
nonfinancialcorporations,forthatwillmvolve substantialdouble counting 


Measuring and Evaluating Earnings 

But let s go back to total sales This is a common ranking criterion and 
also, for many financial commentators, a principal indicator of Corporate 
health— at least among industrial corporations But why should ttjtal sales 
be a significant measure at all? It isn t total revenue at which a firm aims 
but total revenue minus total cost net revenue, or what Tortune calls net 
income and what most people just call profits (rather loosely— as we shall 
see in chapter 12) When we rank industrial corporations by their net 
income in 1973 Exxon beats out General Motors for first place, $2443 
million to $2398 million IBM was third with net income of $1575 million 
although it was only eighth among industrial corporations in sales 
But to whom is net income significant? Ask yourself whether Avon 
Products' net income of $136 million in 1973 was really less than Chrysler s 
net income of $255 million $136 million is less than $255 m llioff in abso 
lute terms of course But Chrysler earned its 88% larger income us®X 
assets worth more than 8% times as much as the assets owned by Avon 
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Would we want to say that a firm earning $1000 annually on an investment 
of $1000 is making the same net mcome as a firm earning $1000 on an 
investment of $1OO,OO0 7 Not if we iverc thinking about investing m one of 
the firms Profits or net income must be expressed as a percentage of 
something if they are to be used in meaningful comparisons But as a per- 
centage of what 7 

The owners of a corporation are interested in the return on their invest 
ment As the representatives of the owners, corporation executives will 
also tend to look at the percentage return on investment as a good indi- 
catorof the profits bib ty of their enterprise But it snot at all easy to decide 
on the best way to measure the amount that has been invested m a firm 
The value of assets would be one measure, on the assumption that the 
value of present assets represents the value of past investments That 
won't always be the case, for assets can rise spectacularly or decline spec - 
tacularly in value as a result of factors having nothing to do with invest- 
ment Another measure is "stockholders' equity," defined by Fortune in its 
annual survey as the sum of capital stock, surplus, and retained earnings 
at the end of the company's fiscal year The concept of stockholders' equity 
tries to get at the value of the corporation from the owners point of view 
But this base is also subject to variation with the changing fortunes of 
the company 


"Profit on Sales''. A Misleading Indicator 

The most commonly used base against which to measure profits or net 
income is, unfortunately, sales That's unfortunate because total revenue 
from sales provides a largely meaningless base Spokesmen for business 
probably use it so often because the data to calculate it are the data most 
easily available and because it is politically useful for making profits look 
small Thus while General Motors earned 19 1% m 1973 as a percentage 
of stockholders' equity, it earned only 6 7% on its sales Exxon with 17 8% 
on stockholders' equity, ea rned 9 5% on sales Quite apart from any intent 
to make profits look smaller, however, the habit of quoting the "margin 
on sales" (profit as a percentage of sales revenue) as an indicator of a firm's 
prosperity has two flaws In the first place, it gives the impression that 
business decision makers ought to be looking at the margin on sales and 
trying to maximize it But that's dearly absurd If a firm can earn a larger 
net mcome from selling more it surely won't refuse to do so on the 
grounds that this would lower its percentage return on sales An extra 
dollar of net income from an extra dollar of sales is exactly as valuable as 
an extra dollar of net income from a dollar reduction in costs 

In the second place, any firm's net income as a percentage of sales will 
always be smaller other things being equal, the farther Hie firm is from 
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the beginning of the production process If the wheat farmer, the miller 


the largest, because the grocer's sales revenue includes that of the baker 
the miller, and the farmer, while the farmer's includes only his own By 
that's totally irrelevant to the question of which operation is most profitable 
We can check this out by looking at some of Fortum's data The a 
level of net income for the ten largest retailing companies, when expressed 
as a percentage of stockholder's equity, was 11 1% in 1973 That's better 
than the earnings of the ten largest utilities (9 6% of stockholders' equity 
on average) and comparable with the earnings of the ten largest commer. 
aal banks (12 5 % of equity) 1 * Bu t when the retailers' earnings are stated a s 
a percentage of sales, they fall to only 2 3% "Us? Big profits? Why, v\e 
only made 2 3c on the sales dollar That's a very low rate of return ’ Not 
true It's neither high nor low It's meaningless For the rate of return on 
sales is bound to be low for retailing companies simply because they 
stand at the end of the production chain But a corporation near the begin 
ning like Newmont Mining, earned 24 2% on sales in 1973 That, too, is 
meaningless The important fact is that Newmont Mining earned a very 
respectable 18 3% on equity 


Big Relative to What 7 

But after we have found meaningful criteria for measuring the mof 3 
corporation, we must still take account of the fact that the bigness of Big 
Business is a refative matter The mayor of San Francisco made fhe wire 
services when he testified before a House Senate subcommittee in Decem- 
ber 1974 and argued that the three largest supermarket chains should be 
broken up into smaller competitive units They were so big, in his view, 
that they had the power to keep up the prices charged to consumers 
Safeway, A&P, and Kroger are all large corporations, if we judge by 
assets, sales, or number of employees But only Safeway was big in 1973 
if we look at net income Kroger earned only 7 6% on stockholders equity 
and A&P earned a dismal 2% But is any one of them big in the sense that 
Mayor Alioto obviously had in mind? Big enough to control prices? If 
we're concerned about consumer prices, the relevant measure of she 
would be something like the percentage share of total grocery sales thit 
the firm enjoys in particular geographic areas And no grocery cha in, not even 


1 The retailers average return rises above 12% too if the beleaguered Great Atlanta 

and Pacific Tea Company is removed from the list AtP earned only 2 % on equity 
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the three largest chains combined can meaningfully be said to dominate 
any metropolitan area The important fact is that most grocery buyers have 
many good options that they can shift their patronage among a number 
of competing stores and that this ability restricts the power of all the 
stores to raise their prices A very small independent grocer who runs 
the only store in a town that is many miles from any neighboring town 
may well be able to charge higher prices than any Safeway store The 
overall size of the Safeway chain is simply irrelevant 
Does big business control the economy? Would it do so if it were not 
subject to legal restraints? Is the power of big business increasing 7 What 
trends can we detect? What dangers can wc discern? Is there anything that 
can and should be done to reduce or counter the power of big business? 
These questions are being widely asked today They are not easy to answer 
and you will find no definite answers in this book In subsequent chapters 
we 11 provide some ways of looking at the questions some evidence that 
we hope you II find helpful and an historical look at government policies 
relating to big business and competition But the entire discussion will be 
less confusing if we insist at the outset upon the distinction between over 
nil concentration and market concentration 


Overall Concentration 

When someone points out that in 1970 the 50 largest manufacturing 
corporations produced 24% of the total value added to the national 
product by manufacturing, he is talking about overall concentration When 
he notes with alarm that m 1947 the 50 largest manufacturing corporations 
had produced only 17% of the value added he is saying that overall con 
cenfrat'ion is a significant' social 1 indicator There are other ways to nteastrnr 
overall concentration in terms of total assets or total employees as well 
as value added or by looking at the share of the largest 100 or 200 or 500 
But all measures of overall concentration have this in common They refer 
to the percentage of some national total that is controlled by the largest 
corporations in the country 

These figures are interesting, often dramatic and possibly important 
But it is not at all clear just what their importance is Over 32% of the land 
area of the United States is under the control of the four largest states Sd 
what? If you found that 75% of the wealth of the United States was owned 
by members of the ten largest religious or fraternal organizations m the 
country would you feel threatened by this concentration of power" ? It is 
important that we ask What special interests do these largest 50 (or 500) 
corporations have in common? What resources do they have for achieving 
their goals at the expense of the public interest? Are they able to collude 
effectively 7 Who exactly is placed at a disadvantage because the top 50 
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Percentage Share of Largest Firms in Manufacturing 

Value Added by Manufacture 

1947 

1954 

1958 

1963 

1967 

1970 

Largest 50 firms 

17% 

23% 

23® 

25% 

25% 


Largest 100 firms 

23 

30 

30 

33 

33 


Largest 150 firms 

27 

34 

35 

37 

38 

38 

Largest 200 firms 

30 

37 

38 

42 

42 

43 

Source Statistical Abstract of the United States 
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manufacturing companies produce 24% rather than 17% of the value 
added 7 We are not trying to minimize the very real social challenges that 
concentrated power presents We are rather suggesting that not all aggre 
gates have equal significance 

Data on overall concentration in the American economy have been 
widely used over the last forty years by those who wished to argue that 
competition was no longer capable of ordering the economy But overall 
concentration ratios do not seem to have any significant relation to com- 
petition The concentration capable of affecting competition is market 
concentration 


Market Concentration 

How many different sellers of a product are there in a given market 7 
What percentage of total sales is controlled by the largest or four largest 
or eight largest firms in the market? What about the market power of 
buyers in a situation where there are only a few potential buyers for a 
product? Market power depends on alternatives the poorer the alterna 
fives available to buyers, the greater will be the market power of sellers 
And the poorer the alternatives available to sellers, the greater will be the 
market power of buyers Measures of market concentration might give us 
useful information for answering some of our questions about the social 
consequences of big business 

But meaningful measures of market concentration aren't easy to come by 
What does it mean that the four largest automobile manufacturers control 
almost 100% of domestic passenger-automobile production especially 
when foreign automobiles are also available in the market 7 What is the 
significance of very high concentration in tin can production when there 
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are so many good substitutes for cans? There are many newspapers in the 
United States but most people must choose between two at best unless 
the/ re willing to forego local news and accept the day before yesterday s 
sports results Numerical measures of market concentration would be 
more meaningful if we knew what market was relevant to our purposes 
The Census Bureau has been providing data since the 1930s on what 
they call concentration ratios These ratios express the sales of the four 
largest firms in each industry as a percentage of the total sales of all firms 
in that industry For the past twenty-five years the Census of Manufac 
hires has collected quite refined data on concentration ratios m manufac 
taring What do all these data show? No clear trends toward either greater 
or less concentration-contrary by the way to the widely held popular 


Percentage or Shipments Accounted for 

By Large Manufacturing Firms in 1967 


Industry 

Number of 
Firms in 
Industry 

\alue of 
Shipments 
(mill ons of dollars) 

Percent of Total 
Shipped bv 

4 largest 8 largest 

Blast furnaces and steel nulls 

200 

S19621 

51% 

69*5 

Motor vehicles 

107 

27 296 

92 

98 

Pharmaceutical preparations 

791 

4696 

24 

40 

Petroleum refining 

276 

20294 

33 

o7 

Bread cake and related products 

3445 

5102 

26 

38 

Papemulis 

203 

4 844 

26 

43 

Meat packing plants 

2,529 

13,576 

26 


Toilet preparations 

628 

2,516 


52 

Tires and inner tubes 

119 

3 734 

70 


Bottled and canned soft drinks 

3057 

3173 

13 


Cigarettes 

8 

3045 

81 

100 

Farm machinery 

1526 

4300 

44 

56 

Soap and detergents 

5°9 

2593 



Women s and misses dresses 

4,577 

2AU 



Shoes (non rubber) 

67o 

2771 



Canned fruits and vegetables 

930 

3468 

22 


Wood household furniture 

2934 

2439 



Radio and TV receiving sets 

303 

3846 



Cotton weaving mills 

218 

3328 


48 


Source 5tal sticat Abstract of the United States 
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belief that concentration ratios have steadily and dramatical!) 
since the beginning of the century But because of all the jmbig y ^ 
illustrated m the preceding paragraph, we don t know how to mtmm 
this relative stability over time of the concentration ratio or nftct^r 
even shows stability in what we're actually trying to measure-rj^jy 
market power 

We long for hard numbers to counter all the vague assertions {Juf 
through public discussion of these issues But the hardest of number? ttt | 
still require interpretation In terms of value of assets, Exxon is the 
manufacturing corporation in the United States, about 23% larger 
General Motors But which is larger in a meaningful sense? ShaH w* 
abstract from foreign operations or not? Shall we pay attention to reliine 
shares of the national market-m which case GM is far larger tha/r 
How much importance should we assign to the fact that GM faces a smaller 
number of domestic competitors than Exxon but that Exxon has a Iirgn 
share of the world market than it does of the national market? IVhata bcuf 
political power? Is it true that the bigger they are, the more influence cor 
porations have m Washington and in state capitals? Or is there stronger 
evidence for theopposite view, that larger corporations live hi glass houses 
and are stoned for ads that smaller firms engage in with impun ty? 

More Questions 

If it bothers you that we aren't able to provide defin five answers to 
these questions get your mind off them by thinking about the follwutg 
questions 

Do conglomerates (corporations formed by merging firms engaged In 
mdely different activities) increase or decrease competition? Do csmtfvrt 
erates possibly pose a greater threat through their political power thin 
their economic power? 

Are larger firms more efficient than small firms? Do large firms hate 
advantages over small firms deriving not from efficiency but from bar 
gaining power? Do firms grow larger because they earn ijrge net revenue 
or do they earn large net revenues because they have grown large by other 
means? 

Do the managers of large publicly held corporations represent self 
perpetuating cliques? Can the shareholders of such a corporation exercise 
effective control over management? How and by whom are the marugfrt 
of such corporations controlled? 

Succeeding chapters will shed light on these questions even if they 
don't answer them to everyone $ satisfaction But there is one more qur* 
tion about the sue of business firms that we want to examine before wr 
eluding this chapter It's not the kind of question practical people are 
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asking every day It s a question that does have significance for policy- 
making, however, and for the evaluation of altemabve economic systems 


ORGANIZATION AND COORDINATION; 
HIERARCHY AND MARKET 

The basic question is this If very large business firms are efficient eco- 
nomic organizations, would it be efficient to transform the entire economy 
into a single firm? The concept of the whole economy organized along the 
lines of a single firm, with all production decisions centrally planned and 
coordinated, has long been the vision of leading socialist thinkers Their 
opponents have argued, on the other hand, that the decentralized coordi- 
nation provided by many firms operating within a competitive market is 
more efficient and more compatible with persona! freedom But if this 
argument is valid, wouldn't very large firms also tend to create inefficien- 
cies and reduce freedom 7 If the centralization of power characteristic of 
large firms is efficient, why should the further centralization called for by 
socialists be inefficient 7 And if the centralization of economic power for 
which socialists are calling is in fact incompatible with efficiency and free- 
dom, why isn't the centralization of economic power achieved by large 
corporations also incompatible with efficiency and freedom 7 

Two Systems of Social Coordination 

In order to get at this issue you must first recognize that there are two 
systems of coordination operating in the United States economy (and in 
every other economy- loo,! One lsihekurariUml system in which authority 
rests in the hands of a single superior and instructions are passed down 
from above This is a characteristic feature of business firms, hospitals, 
churches, schools, and so-called voluntary organizations It is what we 
usually mean when we use the word "organization" someone is in charge 
Some one is ultimately in charge There are almost always procedures for 
getting nd of that "one" and substituting another, so hierarchical organi- 
zation doesn't imply dictatorship But when one superior is replaced, 
another one will be installed 

This is the way a hierarchical system achieves its coordination The 
activities of subordinates are under the control of a superior who must 
see to it that their activities mesh properly and promote the goals of the 
organization These superiors may in turn be the subordinates of another 
superior with similar coordinate responsibilities in a very small organi- 
zation, there will be only one superior a single-level hierarchy But the 
power of any individual to coordinate effectively the activities of others is 
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limited so that as an organization grows it must establish a multiple level 
hierarchy With ten employees, each one answers directly to the boss 
With one hundred employees, the boss can t keep track of what s going 
on trying to control too much, she loses control of everything So she 
creates ten foremen who will each coordinate the activities of ten pmdut 
tion workers She then coordinates the foremen With two hundred em 
ployees and twenty foremen she may find it necessary to create two dm 
stons, appoint divisional managers to supervise ten foremen each and 
confine herself to coordinating the work of the divisional managers 
Now it s a well known fact that the person way at the top doesn t really 
know what's going on down at the bottom and that even when she knows 
she often cannot get her decisions translated into action at the operating 
level This expresses a law of hierarchical organization that we can state 
in several ways 


Three Statements of a Single Principle 

Organizational pyramids cannot be enlarged indefinitely without dim 
ishing coordinate control 

Problems of coordination created by the fact that every individual has a 
limited capacity to supervise others set limits to the size to which an orga 
mzation can grow without becoming inefficient 
The inevitable leakages that occur as information is transmitted up or 
down through a hierarchy limits the number of supervisory levels that an 
organization can establish and hence the size to which the organization 
can grow without losing efficiency 
This law of hierarchical organization doesn't say how large is too large 
It will surely vary with the complexity and diversity of the tasks the orga 
mzation has set for itself One supervisor may be able to coordinate effec 
tively the activities of one hundred ditchdiggers but only a dozen construc- 
tion craftsmen There probably have to be more levels of hierarchy per 
employee in the publication than in the circulation department of a news 
paper But the notion of the entire U S economy organized as a single 
firm staggers the imagination once its implications are grasped Hierardu 
cal organization simply cannot coordinate a set of activities that vast and 
complex It must receive help from the other system of coordination which 
we have been calling the marftei system 


Choosing between Systems 

The difference between hierarchical and market coordination may be 
seen most clearly if we look at some alternative orgatuzatio^l possibilities 
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for a single 'firm ' We 11 lake Broadbreadth University as our illustrative 
firm We've chosen a university as our example because you're all some- 
what familiar with its operations and to stress the fact that nil organizations 
and not just business firms face the same kind of questions Broadbreadth 
as its name implies/ does about everything a multiversity has ever at 
tempted it runs child care centers for its employees operates a semi- 
professional sports program, maintains a heating and air-conditioning 
system, 1 manages hotels and restaurants for resident students, and dabbles 
m such diversified businesses as landscaping psychological counseling 
building repair, bookselling and automobile parking It also offers courses 
to students We recited that list not to ridicule BU but to remind you how 
many very different tasks must be continually coordinated for BU to func- 
tion effectively Students and faculty who complain about the fact that BU 
has so many administrators and nonetheless runs so inefficiently should 
ponder the law of hierarchical organization The variety and complexity 
of the tasks BU undertakes may require even more levels of admimstra tion 
than BU currently displays 

Alternatively, BU could spin off some of those tasks It could get nd of 
entry single one of l hose mentioned 'But a university has to have a bookstore, 
dormitories, cafeterias," says the small voice from the rear "and it has to 
keep up its physical plant' That may be true But no university has to 
manage those services itself It could, if it chose, purchase them from out 
side contractors And that is the essence of the market system as distinct 
from the hierarchical system 

BU could purchase the maintenance of its physical plant from a firm 
that specializes m such work, just as the owners of commercial buildings 
often do It could sell its dormitories and grant a franchise to specialized 
firms to operate residential facilities on campus It could lease its parking 
lots to the highest commercial bidder It is no more required to have a 
building maintenance staff because it wants its buildings maintained than 
ft's required to have a construction department because ft occasionally 
wants new buildings erected It is no more required to sell the books its 
students use than it is to publish them no more required to sell the stu 
dents food than to sell them clothing, no more required to own and oper- 
ate parking lots than to own and operate an automobile repair shop 

We aren t saying that it is not in BU's interest to see that these services 
are provided But they can usually be provided without BU's undertaking 
their production Often they could be more efficiently provided by spe 
ciahsts with whom BU contracts, in some cases BU could just let off 
campus enterprises provide the services to the individuals who want them 


1 Robert Hutchins once defined a university as a series of separate schools and depart 
ments held together by a central heating system 




Hierarchy and Market: Advantages and Disadvantages 

Hierarchical coordination and market coordination each have advan- 
tages Members of the economics department use the services of a typist 
so regularly that they will usually find it more efficient to hire a permanent 
typist than to contract for the service each time they want some typing 
done But their demand for champagne with which to entertain visiting 
dignitaries is so sporadic that they do not find it efficient to maintain a 
departmental winery. The athletic department probably owns its own 
baseball field but rents a golf course for varsity matches, both for reasons 
of efficiency The physical education department will own the volleyballs 
it uses in Volleyball 210 but rent the horses (or Equestrian Skills 204 
And now comes the question you’ve all been waiting for. Should BU 
dismiss its entire faculty and purchase from independent contractors the 
educational services it wants to provide? Let's weigh some of the advan- 
tages /licaHvanfci«*Q R1 1 rnuld avoid rtrrvinp On its OaVTOll 3 lot of 
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under-employed teachers It could more easily adjust its payments to the 
quality of the instructional services provided It could avoid many of the 
unpleasant and time-consuming tasks associated with administrative 
review of overall faculty performance ft could more easily and quickly 
get rid of any instructor who raised embarrassing questions or taught 
things that made the university's constituents unhappy But we seem to 
have drifted already into disadvantages-whieft usually turn out to be 
advantages when seen from somebody's point of view 
The university would have to incur substantial costs in regularly con- 
tracting for the precise services it wants ft could be less certain of having 
m the area an adequate pool of competent personnel It would have to 
arrange \ery specialized contracts in order to obtain the related services it 
wants from instructors course planning, curriculum design academic 
counseling, research and publications, book ordering for the library, even 
assistance m the evaluation of instructors 
When you think about it carefully you realize that universities actually 
coordinate the activities of faculty members through a mixture of hierar- 
chical and market organization Most faculty are on the permanent payroll 
and hence members of a hierarchical system subject to supervisory con- 
trol But the tasks they are expected to perform are so varied, so difficult 
to specify in detail, and so dependent upon the exercise of imagination 
that faculty members are in large part treated as independent contractors 
Just as the university could (and some do) contract with a building mainte- 
nance company to keep its physical facilities in "good order/ so it con- 
tracts with faculty members to be teachers and scholars " In each case, 
the detailed supervision characteristic of hierarchical coordination is 
rejected m favor of a contract that calls for 'adequate performance ' with 
the overall adequacy of performance subject to some minimum standards 
and to comprehensive review at contract time 


Back to the Original Question 

Has all of this helped you better to understand the question with which 
we began? If the market system is as efficient as most economists say it is, 
why isn't all economic activity coordinated by the market through con- 
tinuous contracting and exchange? Why are there firms or hierarchically 
coordinated organizations in the economy (what the economist D H 
Robertson aptly described as "islands of conscious power m this ocean 
of unconscious cooperation like lumps of butter coagulating m a pail of 
buttermilk")? If voluntary exchange plus the pnee system coordinates 
adequately, why do we have the "central planning ' that every firm prac- 
tices? And if central planning can coordinate adequately, why bother with 
a market system? The answer is that each system has advantage s 
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To lum the whole economy mto a single firm by extending central 
planning or hierarchical coordination o\er the entire economy would 
strain the pow er of hierarchical coordination far bey ond its breaking point 
To try to get along with no firms no hierarchical organizations, and noth 
mg but continuous contracting and voluntary exchange w ould be to create 
vast new uncertainties and larger costs for decision makers In short, the 
hierarchical system and the market system are both subject to diminishing 
returns or e\entuaily increasing marginal costs An efficient organization 
expands each sy stem only as far as its net advantages are greater than the 
net advantages of the alternative svstem 
Efficient production of commodities and services is not the only criterion 
by which to judge a social system, of course But we don't have to go any 
farther than that to see why every economic system displays a mixture of 
"socialism' (hierarchical coordination) and "capitalism' (market coordi- 
nation) 1 * The only real question for any society is the appropriate combi- 
nation 

Once Over Lightly 

The word ncnoj-dy means literally a sole seller But whether any seller 
is the sole seller depends upon how narrowly or broadly we define the 
product Under a sufficiently broad definition, there are innumerable 
sellers of every product Under a sufficiently narrow definition, however, 
even <eller s product differs from ev ery other 7 s and all sellers are monop 
ohsts The word monopoly is therefore inherently ambiguous and will 
not be used in subsequent chapters 
The anti social connotations of the word monopoly stem from the fact 
that the customers of a sole seller would have no alternatives and would 
therefore be at the mercy of the seller Since there are in fact alternatives 
to every course of action and substitutes for every’ good no seller ever 
has unlimited power over buyers Market power is always a matter of 
degree 

The concept of pnce elasticity of demand provides a useful way of 
thinking and talking about the degree of market power Demand elastic 
lhes, which can vary between zero and infinity, reflect the availability of 
substitutes The more good alternatives buyers have, the more elastic are 
the demand curves sellers face and the more limited is the paw er of sellers 
to establish terms of sale strongly advantageous to themselves 
In the early years of the United States, a rrompclv usually meant an 
organization to which the government had granted some exclusive privi- 
lege The monopolist was thus the sole Ugal seller While this meaning of 

1 The quotation marks are important For many people these would not be acceptable 

A&trfrans of enAer socuftsm dr capitiism. 
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the term is no longer common, it does hav e contemporary relevance since 
federal sta‘e and local gov emments are extensn ely m\ olved n the grant 
mg of special privileges that reduce competition 

A useful distinction to mate m trying to understand how prices are 
established is the distinction between price aler* and price searcher The 
pnce taker must accept the price decreed b\ the market His bu\ ers hav e 
such excellent substitutes for his product that any at empt to raise the 
price or otherwise shift the terms of «ale in his 01 v favor mil leave *he 
seller with no customers at all The pnce marcher on the other hand can 
sell different quantities at different pnces and must therefore search for 
the most advantageous price 

The concept of odmims end pn e« is misleading inasmuch as almost all 
prices are administered b\ selle s-within the constraints imposed b> 
their situation The important question is whether competition imposes 
adequate constraints m particular arcumstances 

The word oligopoly is at least as ambiguous as monopoh whether there 
are just a few or very man) seile-s depends upon how we choose to define 
the product And so the word oligopoly will also be discarded in favor o c 
terms that are more precisely descriptive 

The absolute size of busmen firm* is not a reliable indicator of their 
market power 

The profitability of a business firm over a lengthv period of time may 
be a meaningful indicator of market power The most rele ant measure 
of profitability is the ratio of a firm s net income to total investment in 
the firm 

Overall or aggregate concentration ratio for the economv do not mea 
sure the degree o c competition in the economv Concentration ratios must 
measure the degree to which a firm or group of firms dominates particular 
markets if they are to be used as an indicator o' competition or market 
power 

Economies and organizations within any economv tvpicalh employ 
two system'; of coordination In the hierarchical system coordination is 
achieved through instructions transmitted from a central authority In the 
market system there is no centra/ authority and coordination is achieved 
through exchange Hierarchical coordination becomes more difficult as 
the size of an organization increases and it tends to break down into actual 
market coordination if pushed too far Market coordination entails addi 
honal uncertainties and costs for decision makers and will usually yield 
to hierarchical coordination when the organization is small 
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QUESTIONS FOR DISCUSSION 

1 List some commodities or services that are sold by only one seller Then list 
some of the close substitutes for these goods How fnuch market power is 
possessed f>y the sole sellers whom you listed? 

2 List some industries trades or professions in which government (federal, 
state or local) has imposed legal restrictions on entry Who benefits from 
these restrictions 7 Who is harmed by them? 

3 There are approximately 11 000 newspapers currently published m the 
United States most of them weeklies Only about 1800 newspapers publish 
daily Of the dailies there are only thirteen published in South Dakota 
Only one of these is a morning newspaper Is a citizen of South Dakota 
who wants a morning newspaper carrying state and local news therefore at 
the mercy of a monopol st 7 

4 Is the college you re attending a price searcher 7 How much freedom does it 
have in setting the tuition rate you will pay? Will your answer differ accord 
mg to whether vou are a freshman about to enroll or a senior aboutto begin 
your final year? Does your college enjoy any special grants of legal privilege? 

5 Electric utilities are usually g ven exclusive franchises by the government 
to sell electricity in a particular area Are they in competition with sellers 
of anything else 7 Do they compete for sales in any way with electric utility 
companies franchised to operate in other areas 7 

6 Can you think of ary cases where price takers have persuaded the govern 
ment to restrict entry by others into the markets where they sell? 

7 Those who use the term administered prices do not include in this classi- 
fication the prices charged by grocery stores Nonetheless a grocer stamping 
prices on his products seems dearly to be administering" his prices Can 
you suggest criteria that would enable us to distinguish administered' 
from nonadmimstered prices 7 

8 Why might it be important to have information on the Size or relative size 
of business firms? What criterion of size is most meaningful for the purpose 
or purposes you ve mentioned? 

9 The number of steel mills in the United States is about the same as the 
number of paper mills Does this imply that paper users and steel users have 
about the same number of alternative supply sources to choose from? 

10 It has been argued that the development of the railroad in the middle of the 
nineteenth century substantially reduced the market power of many Amen 
can manufacturing firms Explain 

11 Manufacturers of prescription drugs have long been sensitive to the accu- 
sation that (heir industry isn t adequately competitive and that its members 
eam huge profits by being able to charge excessive prices As one way to 
counter the charge of excessive profits the industry's trade association some 
times argues that profits should be stated as a percentage of sales rather than 
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investment That argument runs counter to the one ui the text But compar- 
ing percentage returns on investment between industries will often Meld 
absurd results, the drag industry maintains It cites the example of a law 
firm that may cam S600 000 a year on a total im estment of a few thousand 
dollars for office equipment and asks rhetorically Should the law firm be 
charged with earning a 100000% annual return on investment 7 What c 
wrong with this argument? 

12 One often reads that there are on!) three firms in the industry" (or five 
firms or eight firms) and that this is too few for competition to be effectn c 
How would you define an industry? Do firms in different industries (however 
defined) compete with one another? Are all the firms mihm a single industry 
(however defined) in competition with one another 7 

13 Do steel girders for bridge construction produced m Utah compete at all 
with girders produced in Maryland? {The phrase at all will usuillv make a 
statement true ) Can you think of ways in which wood products compete 
with steel girders? 

14 Very large firms are sometimes said to have an advantage over smaller com 
petitors because they can make for themselves more of the inputs the) use 
Smaller firms must purchase their inputs and consequently have higher 
costs of production What's wrong with this argument? 

15 How would you account for the fact that so many clothing stores are both 
m the business of selling clothing and the business of extending credit to 
consumers while so few pi2za parlors have gotten into the consumer credit 
business? 





PRICE SEARCHING 


How does a price searcher find what he's looking for and what happens 
when he finds it? We're going to argue w this chapter that pnce searchers 
estimate marginal costs and marginal revenues and then try to set prices 
that will enable them to sell all those units of their product and only those 
units for which marginal revenue is greater than margmal cost Does that 
sound complicated? It's just the logic of the process by which net revenue 
is ma.Kimiz.ed But is it the procedure business firms actually employ? It 
sounds much too theoretical, like something an economist might dream 
up but which few real world sellers would even recognize 


MYTH AND LOGIC IN PKICE SETTING 

It certainly is not the wav most people assume that prices get set The 
everyday explanation is a simple cost-plus-markup theory Business firms 
calculate their unit costs and add on a percentage markup A large number 
of price searchers will themselves describe their price setting practices in 
terms of the cost-plus-markup theory Their testimony deserves to be 
taken seriously, but it isn't conclusive evidence A lot of people cannot 
correctly describe a process in which they themselves regularly and suc- 
cessfully engage Most people who nde bicycles, for example, don t know 
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how they keep the bicycle balanced and if asked to think about it they'll 
conclude that they keep the bicycle from tipping by leaning or shifting 
their weight slightly each time the bicycle inclines m one direction 1 If 
that were the way they actually balanced, they wouldn't make it to the end 
of the block In reality they balance by steering, not leaning, they turn the 
front wheel imperceptibly and allow centrifugal force to counter any ten 
dency to tip The fact ihat they don't know what they're doing doesn't 
keep them from doing it Although they can only balance successfully by 
winding along a senes of curves whose precise curvature will be inversely 
proportional to the square of the speed at which they're proceeding, many 
mathematical illiterates are skillful cyclists 

There are excellent reasons for doubting the cost-plus-markup theory 
One is that it tells us nothing about the size of the markup Why choose 
a 25% rather than a 50% markup? Why do different firms mark up their 
prices by different percentages? Why will the same firm vary its percen- 
tage markup at different times, on different products, and even when sell- 
ing to different people? Why do sellers sometimes set their prices below 
their average unit cost? 

Moreover, if firms can always mark up their prices proportionately whijn 
their costs rise, why don't they raise their prices before their costs rise? Are 
they satisfied with less net revenue when they could be earning more? That 
doesn't square with the perennial complaints of many price setters that 
they aren't making adequate profits We all know, too, that firms are some- 
times forced out of business by rising costs That couldn't happen if every 
firm were able to mark up its prices to cover any increase in costs 

The popular cost-plus-markup theory is most inadequate It just doesn't 
explain the phenomena with which we're all familiar We'll return to the 
question of why so many people, including price searchers themselves, 
nonetheless hold to the theory But we can't do that until we've gone 
through the economist's explanation of the price searching process 


Meet Mr, Artesian 

Simple cases are best for illuminating basic principles The complexities 
of actual experience can be introduced later We shall be working for 
several chapters with the case of Mr, Artesian, who discovers in his from 
yard a flowing spring of mineral water Many of his fellow townsmen 
believe that regular draughts of mineral water promote good health, they 
are willing to pay for the opportunity to drink from Artesian's spring 


J Ask some of your friends whit they do white riding a bicycle to keep it balanced 
Chances are good that they will u/I pve an incorrect answer unless they have been teU how 
they do it 
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CUPS OF WATER DEMANDED (per day) 


We assume to begin with that Artesian knows precisely the community's Figure I0A Demand 

demand for his water (an assumption we shall want to relax later) Here cuwc f° r mineral water 
it is 

Price per Cups Demanded 
Cup per Day 

S 40 1 

39 2 

33 3 

37 4 


03 38 

02 39 

01 40 

00 40 

The demand curve is graphed m figure 10A The curve is stepped rather 
than smooth to enable us to read off dearly certain values we'll be inter 
ested in 

Artesian wants to sell the water and make as much money as possible 
Hie spring produces more than 40 cups of water per day, but no more 
than that amount can be sold at anv positive price The remainder will be 
allowed to drain back into the ground But before going into business 
Artesian must make an investment He must acquire equipment to cap- 
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ture and dispense the water While he could hire someone to do this he 
estimates that the cost of hiring an attendant would be greater than the 
cost of renting an automated dispenser (Don t forget that there would 
still be a cost for labor if Artesian tended the spring himself the value of 
whatever Artesian was unable to do because he was tending the spring ) 
So Artesian rents a com operated water dispenser for $200 per year plus 
4c per cup dispensed The company leasing the machine to him agrees to 
attach the machine keep it serviced provide the paper cups and also pro 
vide an automatic change maker for customers Artesian doesn t have to 
do anything except write a check at the first of each year and hold out his 
hand each day for the receipts minus 4t per cup of Water sold 
What price should Artesian set 7 Let s follow him as he searches for the 
price that maximizes his return He sees at a glance that some prices are 
too high At 35c per cup for example he would sell 6 cups collect $2 10 
surrender 24c to the dispenser company and be left with $1 86 per day 
He can do better by cutting his price and increasing his volume 
But he must not cut the price too far At 10c for example he would 
gross $3 10 and net $1 66 again He can do better at some price in between 
If you were to examine the demand curve for a while you would dis 
cover that Artesian s net receipts reach a maximum of $3 42 at a price of 
either 23c or 22c and decline gradually as he moves the price either up 
or down from those values This is because the marginal revenue equals 
the marginal cost as sales move from 18 (at 23C) to 19 (at 22c) 
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What in the world does that mean? And what is marginal revenue anyway? 
If you are already familiar rath the concept of marginal cost you should 
have no trouble with marginal revenue Marginal ram te k the additional 
revenue obtained from taking some action under consideration in this case 
selling additional cups of water But if addition! cups can be sold only b\ 
lowering the price on all sales marginal revenue will be less than price To 
see exactly why and in whit way marginal revenue is related to demind 
we re going to abandon Artesian momentarily m favor of a digression on 
marginal revenue 


The Meaning of Marginal Revenue 

Suppose you are a price taker The demand curve you face is then by 
definition perfectly elastic at the prevailing price You can sell all you 
want to at the going price The additional revenue you obtain therefore 
from selling one more unit is always equal to the price per unit Marginal 
revenue equals price for all price lakers 
But suppose you are a price searcher Your demand curve is now by 
definition less than perfectly elastic You can sell additional units only by 
lowering the price Each time you lower the price enough to sell one more 
unit you gain an amount equal to the new price per unit hid you lose an 
amount equal lo the price reduction multiplied by the number of units you could have 
sold at the higher price Gain something lose something Your marginal 
revenue is the first amount minus the second 
The following schedule will illustrate 

Price Quantity Total 

per Unit Demanded Revenue 

$6 0 0 

5 1 5 

4 2 8 

3 3 9 

2 4 8 

1 5 5 

The logic is as simple as the arithmetic The easiest way to grasp it is to 
do the calculations When the price searcher reduces his price from $5 to 
$4 he sells one additional unit and so gams $4 But he loses $1 on the unit 
which he could have sold at $5 had he been willing to forego selling the 
second unit $4 minus $1 is $3 the marginal revenue associated w th the 
second unit We place it in between the first and the second unit m the 
schedule to indicate that $3 is the additional revenue gained hi nmt igfroni 
sales of 1 unit (at $5) to 2 units (at $4) 


Marginal 

Revenue 

5 

3 

1 

-1 

3 
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UNITS DEMANDED (per t me period) 


figure 10S Step curve showing 
marginal revenue 


Similarly cutting the price from $3 to 52 brings him an additional $2 
from the extra unit sold at this price but loses him $i on each of the 3 units 
he could have sold at the higher price $2 minus $3 is a marginal revenue 
of minus SI 

If you're still awake (its the tedium that gets you not the difficulty) you 
can observe this phenomenon on a graph Figure 10B shows the same 
schedule drawn as a step curve built of lettered blocks Cut the price from 
$5 to $4 and you gam the blocks C E H and L but lose block A The 
marginal revenue is therefore 3 blocks or $3 
Cut the price from $3 to $2 and you gain blocks J and N, but sacrifice 
D E and F The marginal revenue is minus one block 
Marginal revenue is less than price for this price searcherbecause, to put 
it in common language he spoils his market" by expanding his sales He 
can expand his sales only by reducing his price And we re assuming here 
that the reduced price must be offered to all customers not just to the cus- 
tomers he attracted through the lower price (He cannot engage in price 
discrimination ) 

There are questions at the end of the chapter for additional practice on 
marginal revenue Be sure you understand what the concept means or you 
will be confused by arguments in this and succeeding chapters Once 
again marginal revenue will be equal to the price for all price takers It will 
be less than the price for price searchers who cannot confine a price redilc 
tion to the customers gained by that reduction but must also offer the 
reduced price to previous customers (It would be more than the price only 
for sellers facing upward sloping demand curves Upward sloping demand 
curves are barred from this book but figuring out why marginal revenue 
would be higher than price in such a weird Circumstance might be a useful 
logical exercise ) 


Back to Artesian 

lets return to Artesian s search for the most profitable price We 
asserted that a price of either 23c or 22c maximizes Artesian s net receipts 
This can be proved by anyone willing to calculate the consequences of all 
possible prices Net receipts grow gradually as the price is lowered from 
40c reach a maximum at 23c or 22c then decline gradually through sue 
cessively lower prices 

We also asserted and thereby launched ourselves on a long digression, 
that marginal revenue equals marginal cost as sales move from 18 units 
per day to 19 units, and gave this equality as a reason for maintaining that 
net receipts were maximized between the prices of 23c and22c Figure IOC 
shows the same information as figure 10A and adds the marginal revenue 
curve derived from the demand curve on the assumption that the same 
price will be charged for each sale 




The marginal revenue is 40<r from the 1st unit, 35c from the 2d unit, 4c Figure IOC Margin'll revenue 
for the 19th unit, zero for the 21st unit, becommg negative and progres 
sively more negative after the 21st unit You should be able to see now 
why net receipts are maximized at a price of either 23c or 22c 
Marginal revenue is the addition to Artesian s receipts as his sales 
expand Marginal cost is the addition to his costs as his sales expand He 
maximizes his net receipts by selling every unit ivhose marginal revenue 
exceeds its marginal cost, and selling no unit whose marginal revenue is 
less than its marginal cost Artesian stops selling, therefore when mar 
gmal revenue equals marginal cost 
Don't allow yourself to be hypnotized by the equably between marginal 
revenue and marginal cost Obsession with this equality has lost many a 
beginnmg economics student a good night's sleep The equality is signifi- 
cant only inasmuch as it demonstrates the absence of an inequality 1 Think 
in terms of inequalities and you'll rest easily tonight 
Any unit that add s more to revenue (marginal revenue) than it adds to cost (mar 
gmal cost) is a profitable unit to sell no matter whether it adds a lot or a little 
Suppose that Artesian is selling 17 units Should he cut his price in 
order to sell 18? Is the 18th unit a profitable one to sell? The marginal cost 
is 4c, the marginal revenue is 6c Sell it and add 2c to the daily profit 
Suppose he is selling 20 Is this a profitable policy? He may well be 
making a profit, but the question is whether he is maximizing his profit 
The marginal cost of the- 20th unit is 4c The marginal revenue is 2c Do 
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no! sell it, and add 2i to the daily profit by avoiding a reduction of 2{ from 
the daily profit The principle we’re using is common sense itself. Any 
action that yields more revenue than cost is a profitable action, and should 
be taken, any action that yields more cost than revenue is an unprofitable 
action, and should not be taken 



Doing Well and Doing Better 

How does Artesian fare? Is he better off as a result of his newly discov- 
ered spring? He nets $3 42 per day as a consequence of his price searching, 
or $1248 30 per year After writing the check for $200 to cover his remain- 
mg annual costs he is left with an increase of $104830 in his annual 
income Artesian is happy 

But could he possibly fare still better 7 Artesian consults the demand 
curve (which he came to know miraculously, you recall) and notices that 
some cups could be sold at prices higher than 23t There is even one 
devotee of mineral water m the community who would pay 40<t to obtain 
his daily draught Moreover, water i$ going to waste in a frustrating 
fashion There are people willing to pay more than the marginal cost of 4c 
who are excluded from purchasing by Artesian's price of 23c Wouldn't it 
be lovely, Artesian muses, if he could sell each cup for the maximum 
amount the customers are willing to pay But how? 

Artesian decides to place a sign by the fountain 'Please pay whatever 
the water is worth to you " He sets the machine to dispense a cup of water 
at 5C or more, in order to exclude those who would only be willing to pay 
the marginal cost or less If the customers followed instructions. Artesian 
Would sell 36 cups per day at prices ranging from 40c to 5$, with these 

results ~ . 

Daily gross receipts $ 8 10 

Daily net receipts 6 66 

Annual net receipts 2430 90 

Annual net income 223090 

There are stones about price searchers who try such tactics A justice 
of the peace might ask. each groom after the wedding to pay "whatever it's 
worth to you," hoping that the presence of the bride and the general awe 
of the occasion will prompt the groom into exuberant generosity, Chari- 
table organizations sometimes conduct sales on this principle, hoping that 
philanthropic impulses will overcome each purchaser's understandable 
reluctance to reveal the full value of an item to him And there exist com- 
plicated auction techniques that would accomplish a similar result. But 
Artesian's customers are not starry-eyed, they do not regard Artesian as a 
charitable enterprise, and Artesian himself js unwilling to incur the costs 
of running a complicated auction So his sign is a dismal failure. His first 
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day's receipts came to only $1.80. Each customer paid the minimum price 
of St, and he sold 36 cups of water. Artesian's attempt to do belter is sum- 
marized below. The shaded areas show his net income undereach scheme 



What he got 


E55 


TlTTT 

5=d 

555 

555 


Hi 

% 


- - 1 - 

5=5 

ii 

m 



5£ 



nil 


o ‘ ’ i iT . "TTrt . TTr~ i. rr . TfTTrrr: . I 
o to 2oL vt m 


CASE STUDIES IN PRICE SEARCHING 

We'll come back to Artesian in chapter 11. The time has arrived to con- 
sider some applications of what we've learned. 

The College as Price Searcher 

College administrators often talk about the high costs of providing an 
education and the need for charitable contributions to make up that 50% 
or so of the cost not covered by tuition. Have you ever wondered why it is, 
then, that privately owned colleges grant tuition scholarships to needy 
students? If colleges are so poor that they must ask for charity, why do 
they simultaneously dispense charity? The answer is that they probably 
don't. Tuition scholarships for needy students may be a partially success- 
ful attempt to do what Artesian failed to do. 

Figure 10D shows the demand for admission to Ivy College as estimated 
by the college administration. We shall assume that the marginal cost of 
enrolbng another student is zero. That isn't accurate, but it's realistic 
enough for our purposes and it doesn't affect the logic of the argument in 
any event. Ivy College wants to find the tuition rate that will maximize its 
receipts. 




rigur* icD Demand curve of If Ivy restricts itself to a uniform price for all it will set the tuition at 
Iw Colifie students $1000 per year enroll 2000 students (the enrollment at which marginal 

revenue equals marginal cost) and gross $2 000 000 But some students 
whom it would be profitable to enroll are excluded by this tuition rate 
and some students who would have been willing to pay more are admitted 
for only $1000 Ivy's administrators wish they could charge each student 
wAaf Ae swiiTingfopay lYrfiey eoui'rf iTntf out rfre nwtrmum racftrimfaif 
or his parents would pay rather than be domed admission to Ivy, they 
could set the annual tuition at $2000 and then give scholarships (price 
rebates) to each student The scholarship would equal the difference 
between $2000 and the maximum each student is Willing to pay 
The problem is how to get information on willingness to pay A student 
or his parents will not reveal the full v alue of Ivy to them if they know that 
candor will cause them to pay a higher price But if willingness to pay is 
correlated with wealth a solution lies at hand Ivy announces that scholar- 
ships are available to needy students Need must be established by filling 
out a statement on family wealth and income Families will complete the 
forms in order to qualify for scholarship aid and will thereby provide the 
college with information it can use to discriminate If the correlation were 
perfect between income and willingness to pay and if families filled out 
the forms honestly Ivy could discriminate with precision and increase its 
gross receipts to $1 000000 (the area undir the entire demand curvt.*) 




A QUICK WAY TO FIND THE 
MARGINAL REVENUE CURVE 



V STUDENTS ENROLLING 

(per ycir} 


There happens to be a very simple way to construct the mar 
gmal revenue curve corresponding to any straight-lmc demand 
curve By choosing straight-line demand curves for our illustra- 


tions we are not suggesting that most price-quantity relationships 
m the real world can be expressed by straight lines But the use of 
straight lines will permit you to derive marginal revenue cunes 
without a lot of useless effort and thus to get past the tedium and 
into the analysis The marginal revenue curve always bisects a 
horizontal line drawn from the demand curv>’ to the price axis 
Thus for the demand curve drawn above 1J is the marginal rev- 
enue corresponding to the segment AB of the demand curve It 
was constructed by drawing horizontal lines to the price axis from 
points A and B, bisecting these to obtain points E and F, then 
drawing a straight line through points E and F and extending it 
through the area directly under the segment AB of the demand 
curve The proof that this yields the marginal revenue curve corre- 
sponding to a particular demand curve can be constructed with 
the aid of very elementary geometry But the proof won t help you 
understand the process of price searching If you know a little 
geometry' amuse yourself by constructing the proof If geometry 
has terrorized you since high school, forget the proof and just use 
the gimmick to draw the marginal revenue curves you want 
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Marginal re\cnuc would be equal to price despite the fart that Ivy k A 
price searcher The t wo types of pricing are summarized below with the 
shaded areas again showing net income under each system 



Be careful about condemning Ivy College 1 Notice some of the const* 
quences of this discriminatory pricing policy First of all, Ivy earns more 
*TOJiT i\e if jew jppevre cf hy, why hrgrvdgc ft «? hvgcf iaame fwm tut- 
tion? Is it better for philanthropists and taxpayers to cover Ivy's annual 
deficit than for students (or their parents) to do so through being charged 
the maximum they're willing to pay? Notice, too, that under a perfectly 
discriminating system of tuition charges, 2000 students who would other- 
wise be turned away are enabled to enroll at Ivy They aren't complaining 


Selling Movie Prices 

If we assume, as seems reasonable, that price searchers would like to 
charge each customer the most he will pay we should expect to observe 
many instances of price discrimination in our society 
The local movie theater charges 54 for adults, 51.50 for students, and 
50c for children under 12 Is this because the theater owner likes kids or 
became it costs him less to show a movie to kids? It is more probable that 
he 15 acting like a discriminating pnee searcher 





Let the demand curves shown in figure 10E represent the demands of Figure lOE Demand curve for 

adults, students, and children for tickets to the focal movie theater Chil- theater tickets 

dren won't come at all if the price is above $1, but will come in droves as 
the price goes down below $1. Students start attending at prices below $3. 

Adults attend movies less, but will pay higher prices lo do so. 

Let the marginal cost of another patron be zero for the theater owner. 

(Why is this fairly realistic in light of what you know about sunk costs 
and marginal costs?) If the owner sets one price for everyone, his profit- 
maximizing price is $2 (The proof is a bit complicated. You could figure 
it out on the basis of what you know; but the marginal benefit from your 
efforts is likely to be less than the marginal cost of finding the solution.) 

He will sell 100 tickets to students and 150 to adults for a total weekly 
revenue of $500. 

By discriminating among these three classes of customers, however, he 
can do better. He should charge $4 for adults, 51.50 for students, and 50c 
for children and raise his weekly receipts to S725. With this policy he sets 
marginal revenue equal to marginal cost for each separate cla<$ of polnihal 
customers In effect, he is cutting the price to gain additional customers icifli- 
out offering equal price reductions to all customers He is bringing his 
marginal-revenue curve closer to his demand curve. As a result, fewer 
adults will go to the movies. But maybe they'll be happier with the teen- 
agers and the little kids out of the house more often. A total evaluation of 
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the discriminatory pricing policy poses a much more complex problem 
of course 

Perhaps you ve noticed in passing an important prerequisite for success 
fill discrimination of the kind we ve been describing It must not be easy 
for low price customers to resell to high-price customers or for high -price 
customers to disguise themselves as low-price ones And that explains 
why discrimination is usually observed only in situations where the seller 
has some effective tvay of identifying purchasers and where he can make 
sure that the consumer of his product is the original purchaser 


Another Type of Price Discrimination 

Before leaung the topic of the price searcher as a discriminating seller, 
we want to consider one more possibility Additional sales are obtained 
through reduced prices not only by attracting new customers through 
reduced prices but also by inducing present customers to purchase more 

Horty Kulcher just built a new house and he wants to landscape his lot 
He loves roses But his demand curve is downward sloping Let us assume 
he has this schedule 

Price Quantity 

per Bush Demanded 

$3 i 

5 2 

3 3 

2 4 

1 5 

Assume that the owner of the garden shop pays $1 25 to obtain rose 
bushes from his nursery He would like to sell 4 to Horty On the other 
hand he can only sell 4 if he offers Horty a price of $2 and it s obvious 
that S2 is not a profit maximizing price for his transactions with Horty 
Marginal revenue falls from $8 to $2 to minus $1 as the owner adjusts his 
price to sell alternatively 1 2 and 3 bushes On any sale beyond 2 marginal 
cost exceeds marginal revenue Will the owner therefore settle on a price 
to Horty of 55? 

Not if he knows forty's demand and he s searching for the profit- 
maximizing set of prices' A better option is the following price schedule 

5 3 for 1 
H for 2 
16 for 3 
18 for 4 

In constructing this schedule we assumed that since Horty would pay 
$8 for the first bush and $5 for the second he would pay $13 for two That 



isni (he same as ^650 pe bush fcccatsc (he price is conmt ini on 
Horty s buvmg (wo 

If wot Id now Le consis ent with Horty s demand schedule for him to 
purchise 4 rose bushes even though (I e price is n a s nse 0 a bush 
Horty is caught by the fad that he can onK obta n i price (hi iov l V 
buys at least 4 rose bushes The garden shop o \ntr is inert b\ attemp mg 
to extract the full value to Horty of each successive ros bush In othi 
words he s trying to keep his marginal revenue from f Ping below tin 
price 

Pity Horh if vou wish On the other hand you mghf roiremLer that 
Horty is pay mg for nothing he docs not v nt and thit h s front > ard \ II 
be more beautiful is i result of the garden shop owner s exoic t ifion 

So how docs i price searcher find nh t he *• looking for 1 B\ (I) csti 
mating his marginal cost ind marginal rev e vue (2) determ mag the lc\e! 
of output that will enable him to sell ill those units of output and onlv 
those units for which marginal revenue is g eater th n margin'd cost and 
then (3j setting his price or prices so that he can just man pc to sell the 
output produced Tint sounds complicated a id it is The logic w simple 
enough But the estimates of marginal cost and especiallv the cstimvtes of 
demand and marginal revenue are hard to make accurately Th ts why 
price searchers are called vatchrs And why thev could some imes be 
called price groper 

The complexity and uncertainty of the price searchers task helps ex 
plain the popularity of the cost plus marl up theory Bv running throuj h 
a senes of graphical examples we cvn show the log cal inadequacy of tint 
theory and v\h\ so minv people including price sea chers themselves 
nonetheless hold to it 


Markup Pricing Reconsidered 

Figure 30F shows two dift-crcnt demand curves The curves ire dr wn 
m such i wn that the marginal revenue curves corresponding to each of 
the demind curves cut down ucross the margin-*! cost curve at an output 
of 200 (The relevant portion of each marginal revenue curve has been 
drawn in ) But the price will be set at ^35 if the demand is D, and at w 0 if 
it s D Those are ven different percentage markups Price se rchc s elect 
a percentage markup on the basis o f the demand they face no on the 
basis of the number of children they must support or thur subje iv c csti 
mate of ivhat would be fair and reasonable Thi more clastic the ocm^rd 
the less thev wall be able to mark up the price over mar b in Icot'Rcm ra 
ber though that marginal cost must include such opportun t\ cos s -s the 
value of the price searchers time ind not jus the v hoiesa e p ice o 
the goods 

l Th to Pc ntsot t tiW unoa-wto* ** fo V niP J ~ 
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Figure JOF Demand This is consistent with obsened differences m percentage markup pol 

fiftieth and maikup icies among different industries Markups are traditionally low in grocery 
retailing, for example That s because supermarkets generally confront 
quite elastic demand curves for most of the products they sell The demand 
curves are elastic because there are usually good substitutes for the prod 
ucts of any particular supermarket and because food is a large enough 
component of most people s budgets to make them highly sensitive to 
price differences The markups are larger at convenience stores than at 
supermarkets because the patrons of convenience stores typically don t 
ha\e good substitutes readily available and also are spending relatively 
little at these stores Finding the cheapest supermarket could save a shop* 
per a considerable sum over a >ear or two, and that gives shoppers an 
inducement to search and compare Finding the cheapest price for a 
single loaf of bread when supper is waiting on the table may well involve 
more cost in time and effort than it $ worth 
This way of interpreting the behavior of price searchers can even be 
used to explain markup policies in the college book store including the 
different percentage markups usually employed for textbooks, typing 
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jjippp.r gtgehsg v rardg .and rlass JM\gs The seller s estimate of demand 
elasticity is a key factor in price setting 
So the analysis of this chapter is superior to a simple cost plus markup 
theory of pricing in that it explains why markups vary so widely But isn t 
it still true that a business firm once it has determined the appropriate 
percentage markup just adds that amount to the cost rather than searching 
(or groping) m the way we ve described 7 Let 5 see 


What to Do When Costs Change 

Figure 10G shows the demand curve for the product of a particular firm 
the original marginal cost (MCj) and a subsequent higher marginal cost 
(MC 2 ) The marginal revenue curve drawn by using the gimmick de 
scribed on page 231 (check its construction for yourself) intersects MC, 
at an output of 150 so the firm wants to produce and sell all units up to 


Figure 10G Rising costs 
and n«mg pnces 
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the 150 th but none beyond that It therefore sets its price at $30 {Be sure 
you use the graph to trace out each step in the argument) That's a 100% 
markup over the $15 marginal cost 
Now let marginal cost nse to $19, as shown by MC, The firm will now 
find its most profitable output to be 130, and will want to raise its price to 
$32 It cannot persist in the 100% markup policy or even pass along all of 
the $4 increase in cost At least it cannot do either if it wants to earn as 
much net revenue as possible The increase in cost will lower the firm's 
net revenue from $2250 to $1690 If it tries to pass along the entire $4 cost 
increase by raising the price to $34, net revenue will fall further to $1650 
And if it persists m a 100% markup policy and raises the price to $38, net 
revenue will be only $1330 
With marginal cost at $19 



Quantity 

Total 

Total 

Net 

Price 

Demanded 

Revenue 

Cost 

Revenue 

$32 

130 

$4160 

$2470 

$1690 

34 

110 

3740 

2090 

1650 

33 

70 

2660 

1330 

1330 


Figure 10H shows the same cost increase as in 10G and a simultaneous 
increase in demand from Dj to D 2 Given this comhmahon of a demand 
increase and a cost increase the firm would be able to pass along the full 
cost increase The best price to set would become $34 That's the price at 
which the firm can sell all those units and only those units for which mar- 
ginal revenue is greater than marginal cost 5ometimes demand increases 
and cost increases will occur together, because the same set of forces is 
responsible for both For example, m a period of general inflation when 
all costs and prices are tending to rise, a price searcher may just assume, 
as a first approximation, that the demand for his product is going up at 
the same rate as his costs are increasing And so he will automatically 
pass along cost mcreases in the form of higher prices But for an astute 
price searcher that s nothing more than a rule of thumb with which to 
begin the process of searching for the most profitable price 
The cost-plus-markup theory is m general a rule of thumb for price 
searchers And this probably explains its populanty as an explanation of 
the forces determining prices Searching has to begin somewhere Why 
not begin with the assumption that the future will be like the past and that 
procedures which have yielded good results m the past will continue to do 
so ? And so price searchers will try to increase their prices roughly in pro 
portion to any cost increases they expenence-but only until they discover 
that they're making a mistake The marginal cost-marginal revenue analy 
sis of this chapter explains how price searchers recognize mistakes and 
what the criteria are by which they move from rules of thumb and first 
approximations toward the most profitable pricing policy 




Figure 10 H Rising costs 

Pncing for the Distant Future rising demand and 

rising prices 

The price searcher's task becomes even more uncertain and difficult 
when he tnes to take account of what wili happen over longer periods of 
time Consider the case of a firm marketing a new product for which the 
demand is shown by D x m figure 101 Production costs are shown by 
MC The best price to set is $70 with output at 60- where marginal revenue 
equals marginal cost 

But this is a new product Perhaps, if it were well promoted, the demand 
could be increased substantially- to D 2 , let us say And one of the better 
ways to promote a new product is to offer it at an attractive price, possibly 
even at a price below marginal cost for awhile 5uppose that the firm intro- 
duced its product at a price of $40 in order to sell 120 This would obvi- 
ously not be the price that maximized returns in the short run, marginal 
revenue actually becomes negative as the firm lowers its price by enough 
to sell more than 100 units But $40 might still be a good pnce to set if that 
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figure 101 Price searching price helped win general acceptance for the product, so that the demand 

f'ra new product curve after a year or so had shifted to Then the firm could raise its price 

and start cashing in on its promotional pricing policy The best price to 
set then would be $60 with output at 200 units 
But let s push the analysis farther MC has been drawn m such a way as 
to indicate that the firm is not well equipped to produce much more than 
100 units per month As it tries to increase the rate of monthly output 
beyond that point, it encounters rapidly rising production costs This is 
inconsistent with the common belief that business firms can always lower 
their costs b> producing in larger volume 
But that belief is mistaken If the firm has a fixed amount of plant and 
machinery with which to manufacture the product, It will inevitably en- 
counter flung marginal costs whenever the rate of production approaches 
' full capacity " It may have to pay overtime wages and shift differentials 
It may have to skimp on maintenance procedures It may have to pay 
premium prices to suppliers and sub-contractors to avoid production 
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bottlenecks It may have to pull resources away from other tasks for which 
they are better suited m order to concentrate effort on expanding output 
of this one product 

As the curve is drawn, the firm has no precise ' full capacity " Marginal 
cost starts to rise at around 90 units per month, but more than that amount 
cr» be produced At 200 units per month marginal cost is 25% higher than 
at 90 units and rising steeply, but additional output can still be obtained 
if the firm is willing to incur the costs That s why published figures will 
sometimes state that a firm or an industry is operating at more than 100 % 
of capacity Strictly speaking, that's impossible But if capacity is defined 
as that rate of output at which marginal costs begin to increase or at which 
they are no more than a certain percentage above their lowest level, then 
production at more than 100% of capacity is dearly possible Keep in mind 
this ambiguity in the concept of "capacity' whenever you read figures 
purporting to give the rate at which an industry or even the entire manu 
factunng sector of the economy is operating Such figures are always 
averages of estimates based on vague criteria 


Planning for Production 

Producers choose the structure of their marginal costs-subject to enor, 
of course-when they decide to construct a plant of a given size or to pur- 
chase equipment of a particular tvpe and amount How do thev make that 
decision? In part by estimating the future demand for their product If 
Henry Ford had expected to sell only a dozen cars a year, he would never 
have built an automobile assembly line Not only would the initial cost 
have been too high for subsequent sales to cover even the marginal cost 
once the assembly line was in operation would have been absurdly high 
for an annual production rate of twelve cars 

MC 2 in figure 10] represents marginal cost under a different set of deci- 
sions respecting plant and equipment Does MQ represent lower costs 
than MCj ? That will depend among other things on the demand If demand 
is Dj, the firm can produce any level of desired output at lower marginal 
costs with the plant and equipment yielding the marginal costs of MCj If 
MCj also entails a lower initial cost as it undoubtedly will if it represents 
a smaller plant and less equipment MC, is the structure of costs that 
ought to be chosen But if demand is expected to be D 2 , MQ may be the 
cost structure to choose We cannot be certain from the data given on the 
graph that MC% is superior to MQ because these data don t reveal the 
costs of constructing the alternative plants costs that are marginal and not 
sunk costs at the time the decision is being weighed What the example 
illustrates is the kind of long term considerations regarding demand, costs, 
and their interrelations that must be taken into account by successful 
price searchers 





■ M WIM "ilia<l 'iWMWIHmMMIMM 

^ ^^STTTTV^uii ■*«■■■■ mi "I 1 k" 1 ) 

BEiHSiSr«a:umm!a:a:ta:aai:t;::a;a:iK:i 


SIS 

s::|«s:s5»| 

lin 



HinniMiutiii 

■■■ittumMiiuai 

ummmmsrnsMmmtM 

■mime: :::« |p 
SSiIlSI!is;SSiSSS«SSi;sl:Kli!SliissSss:s! 

-.K ■ 

{ ■•*«#•■»•*••* Waif •«»*•••■■■ a«a in »»!■> •■••••• »»»►»■»*«»»»* *«**»»■*•«»■»* ««»fiaia^BM 

■HlimitllJlHaiiiailHfiifainiHIMOatHaMUillliauHttmaMliHiaMIlal 



[ tMMf ini] 

iuMaaaiawai'l l*a« 
ail*Ha«riM«rH *»»» 

s:aaw:::aSS::R 

WM*aaa(a>M>M MM« 


ailMMlIHil 

IIHUIIIhiI 


aanaviai 

a:»5s:: 

iillSI 


■■••■■aiainl 

itiuaiaimtl 


uiawiiiaimaial?>uaaaiaaluaaa«l«aaiaallliuia<IMIaltiaaa KlalMiiMaail 

■■aaaaaliaaaaaiaitiaMaaaHa<iiaaiM(la<aaaialiallllHlai»aaii aaitiiiilaltaal 
HH<n»*MtiMa>»i>aaMaaiiiaaaaM((»ai»atiaiiai«iaii>itiiif aaiifuiifiiail 
•aiaanaiiaHiitaaiaaiaaMiMaaMiaMlaniiiMaiiaiiiaiiaiitalliaaiiaaltiiaiil 

iaua#*»»a«as*a«(«sfi»Qi)ia>i®«ana*«-j '5,tai*a«aiait,jB 

■aiiaaiiaias aMiiiiaiuiivxn^taiaamaiatiaiiaaKaaaaaaaaaiauaaiiaiil 

■■■aiMaaaaaiiHiaaaaiaaaaiBliiaaaaaiaiimtMaaiiaiaiaiiaataliiaaaUaktaiaii 

iaaaaai|iaa|ioiajitalaaHiaaajiiiuaiia<iiaaaiaiaai>iiaailaiaailaaiiJli|kiaaaa 

■aaMaiiliaaaitt|Mlliatltla4H>aiiiitaitMatltaai«ia«talkiniaiaiiaaaUiiaai 





Mmi<HMaaililtanaaaaMiaaaaiiiiiaa(aiaaai||iiaiaiaii«aaaataaiaialaaaaaa| 
■HaHaiaia«uiaaiiaaMaia«a<aaaaiaaiiaaaiiaaaaaaiaaaa*aiiaMiiaaaj»aaiaaiaaa| 
E?s'J»*aa»*««a««»»ia«a«a»aa»aiaaa»a»i»ia#*»«i*t«aiB 


ba m t»aa min ftiaaaaaai ■ aaaia aiaa a a m*a ml aw I fcaeJffis Ba®a iklaltaaaaU 


figure I0J Chocwng prices 
<nd ihoo^ng ci>$ts 


yUAN^mr PER MONTH 


SELLING BELOW COST? 


Do you agree with the following paragraph? 

"In order to preserve our competitive economic system, we need laws 
that prohibit unfair practices such as sales below cost. Large firms c.m 
often afford to sell products below cost until their rivals are driven out of 
business If they are not restrained by law, we could easily wind up with 
an economy dominated by just a few huge corporations" 

Most Americans apparently accept this argument For our laws, at the 
federal, stale, and local level, abound with provisions designed to prevent 
or inhibit price cutting Many states have resale price-maintenance laws 
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that not only permit but assist manufacturers and retailers jointly to estab- 
lish mmimum prices and to prosecute retailers who sell below these 
prices 1 Many states have statutes prohibiting sales below cost that usually 
go by some such name as Unfair Practices Act And regulatory commis- 
sions, ostensibly created to hold down the pnces that may be charged by 
public utilities, often wind up enforcing minimum rather than maximum 
rates This is true, for example, of the grandfather of all such commissions 
m the United States, the Interstate Commerce Commission (created by 
Congress in 1887) 

It's fairly obvious why some business firms would approve that kind of 
legislation they want protection against competition But why do con- 
sumers and the general public go along? The public seems to have accepted 
the argument that price cutting can create "monopolies" by driving com- 
petitors out of business And monopolies, of course, are Bad Things 

The paragraph with which this section began states the essential argu- 
ment How valid is it? Is it possible to construct a defensible case for laws 
that prohibit "sales below cost"? A lot of questions should immediately 
arise in your mind 


Determining the Relevant Cost 

What is the cost below which prices should not be set? Does any one 
actually sell below cost? Why would anyone interested in increasing his 
wealth ever want to sell below cost? 

Case Lemuel Mudge, proprietor of the Thrifty Super Market, orders 
1000 pounds of ripe bananas He gets them for 5$ a pound because the 
produce distributor is eager to move them before they become too ripe 
Mudge advertises a weekend special on bananas 10$ a pound But Mon- 
day morning finds him shl! with 500 pounds of bananas, now beginning 
to turn brown How low can Mudge cut his price without selling below 
cost? The answer is not 5$ a pound That is sunk cost and hence no cost at 
all If Mudge will have to pay someone to haul the unsold bananas away 
on Tuesday morning, his cost on Monday could be less than zero In that 
case it might be to his advantage to give bananas away free If a zero price 
is to his advantage, how can it be "below cost '? (By the way, did Mudge 
buy the bananas below cost?) 

Or suppose Mudge bought a truckload of coffee 1000 one-pound cans 
for $300 It was an unknown brand on which a local distributor offered 
him an attractive price But it turns out that his customers aren't interested 
He cuts the price down to 3 pounds for $1, but still can't move it success 

1 As this chapter was being written Congress seemed on its way toward repeal of the 1937 
law legalizing resale price maintenance agreements (or Fair Trade practices as their sup 
porters have cleverly named them) 
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fully Four weeks after his purchase he still has 987 cansof coffee cluttering 
up his shelves and storage room If he now cuts the price below 3Gt, is he 
selling below cost? He is not He has no intention of replacing the cans he 
sells, so that each sale is that many additional cents m the till and one Jess 
can in the way The relevant cost of a pound of coffee could well be zero 
The relevant cost is, of course, the marginal cost 

let's try a different kind of example and then return to Lemuel Mudge 
It might make sense to estimate the cost of producing a steer, but does it 
make any sense to estimate separately the cost of producing hindquarters 
and forequarters? Should the price of steaks, which come from the hind* 
quarter of a beef carcass cover the cost of producing the hindquarter 
leaving it to pot roast prices to cover the cost of the forequarters from 
which they derive? The question is nonsensical Unless it is possible to 
produce hindquarters separately from forequarters, one cannot speak of 
the cost of producing one and the cost of producing the other Hindquar- 
ters and forequarters or steaks and pot roasts are joint products with 
joint costs There is no way to determine the specific costs of joint pro- 
ducts or to allocate joint costs "correctly 

Back to Lemuel Mudge Can we legitimately segregate the costs of each 
item sold in his grocery store? Thutk of his frozen-food items, for example 
How much of the cost of owning and operating the freezer case should be 
allocated to vegetables, how much to Chinese dinners, and how much to 
orange juice? It's true that he could not carry frozen cauliflower without a 
freezer case But if he finds it profitable to own and operate a freezer case 
just for the sake of the frozen juices he can sell, and if he then has some 
extra room in which he decides to display boxes of frozen cauliflower, it 
might make sense for him to assign none of the freezer cost to the cauli- 
flower 

A successful businessman does not concern himself with the questions 
of cost allocation that have no relevance to decision making He knows 
that production-and a merchant is a producer just as certainly as is a 
manufacturer-is usually a process with joint products and joint costs The 
businessman is interested in the additional costs associated with a deci- 
sion and the additional revenue to be expected from it, not in such mean- 
ingless problems as the allocation of joint costs to particular items for sale. 
If there is room for a magazine rack near the check-out counter, the ques- 
tion is Howmuch will its installation add to total costs and how much will 
it add to total revenue? If the latter is larger, the rack makes sense, and the 

1 If there are techniques for growing steers with relatively larger hindquarters than fore 
quarters or vice versa then if may be possible partially lo distinguish the costs under appro- 
pnate circumstances Hindquarters can be enlarged at the cost of smaller forequarters and 
livestock breeders and feeders do calculate such costs More advanced economic analysis 
provides techniques for making these calculations 
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magazines sold need not have a pnce that covers utilities, rent, deprecia- 
tion on cash registers, or even Ihe wholesale prices of the magazines 

Mark well the italicized phrase It may be profitable to sell a magazine 
for 5« even if it costs 10? to obtain it from the distributor Why? Because 
the magazine display may bring in new customers who add to net revenue 
through their purchases of other items Lemuel Mudge is not interested in 
his net revenue on any one item he sells but in the difference between total 
revenue and total costs Retailers have often earned cigarettes not for the 
sake of the profit they make on the sale of cigarettes but for the sake of 
the profitable sales of other items that are made possible by carrying ciga- 
rettes Similarly, hardware stores that sell odd-lot bolts, screws, and nuts 
lose money on each sale but expect to make up the loss through the good- 
will they thereby create 

There would be little point in stressing all this were it not for the popular 
mythology of "selling below cost ' Our argument suggests that many alle- 
gations of sales below cost are based on an arbitrary assignment of sunk 
costs or joint costs Business organizations often complain about below- 
cost sales, of course, but that is because they dislike competition and want 
government to protect them from its rigors by prohibiting price cutting 

Predatory Pricing 

But aren't there dangers to competition m allowing firms to cut prices as 
low as they wish? It is odd, but not really surprising how often people 
identify the protection of competitors with the protection of competition 
In reality they are more like opposites Competitors are usually protected 
by laws inhibiting competition, laws that benefit privileged producers by 
restricting consumers and nonprivileged producers The hobgoblin hauled 
out to justify this is "predatory price cutting" backed up by a ' long purse " 

Predatory pnce cutting is reducing prices below cost in order to drive a 
rival out of business or prevent new rivals from emerging with ihe intention 
of raising prices afterward to recoup all losses It is supposedly a favorite tactic 
of larger firms who can stand prolonged losses, or temporary losses on 
some lmes, because of their larger financial resources-the so-called "long 
purse ' Economic theory does not deny the possibility of predatory price 
cutting But it does raise a long list of skeptical questions, headed by all 
the questions we have been discussing regarding the proper definition of 
an item's cost 

How long will it take for such a policy to accomplish its end? The longer 
it takes, the larger will be the short run losses accepted by the predator 
firm and, consequently, the larger must be the long term benefits if the 
policy is to justify itself 

What will happen to the physical assets and human resources of the 
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firms forced out of business 7 That's an important question, because if 
those assets remain in existence, what is to prevent someone from bringing 
them back mto production when the predator firm raises its prices to reap 
the rewards of its villainy 7 And if this occurs, how can the firm hope to 
benefit from its predatory policy 7 On the other hand, the human resources 
may scatter into alternative employments and be costly to reassemble 

Is it likely that the predator firm will be able to destroy enough of its 
rivals to secure the degree of market power that it must have if the long 
run profits are to justify the short run losses 7 Charges of predatory pricing 
have most frequently been leveled against large discount houses, drug 
chains, and grocery supermarkets But these sellers are not pitted exclu- 
sively against small independent competitors they must tangle with other 
large discount houses, other drug chains, and other supermarkets. Perhaps 
A&P could cut its pnces far enough and long enough to drive Lemuel 
Mudge out of business, but that wouldn't work on Sateway And it's Safe- 
way rather than Lemuel Mudge that keeps A&P executives awake at night. 

We are not denying the possibility of predatory pricing m business 
Well documented examples are hard to find, but it is surely possible 
Minimum price laws, however, offer the certainty of higher prices in order 
to eliminate the possibility of higher prices a case of accepting a known 
and certain evil as a way of avoiding an uncertain evil of unknown dimen- 
sions That may or may not be a good social bargain But since it is so often 
advocated by business firms that clearly stand to gam from it, we should 
at least approach their arguments skeptically 

A Way to Run a Railroad 

Figure 10K ties the question of alleged below-cost sales to our earlier 
discussion of price discrimination It pictures a railroad serving two dis- 
tinct and distinguishable classes of shippers those who ship bulky com- 
modities and those who ship small commodities. Their demand curves 
are shown by D B and D s The former class can easily shift to barges if the 
rail rates are too high, hence their demand curve shows considerable elas- 
ticity Barges are not as suitable an option for the shippers of small com- 
modities; their demand curve is consequently less elastic 

The bent demand curve, labeled D T D T , shows the total demand for 
this railroad's services It was constructed by summing the quantities 
demanded by each class of shippers at the various prices The marginal 
revenue curve corresponding to D T D r cuts marginal cost at an output of 
400,000 boxcar miles per month If the railroad sets a single price for ah 
shippers, it can do no better than to set the price at $23% per boxcar mile 
Its total revenue will be $9,333,333 per month Since the sum of its mar- 
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gmal costs mil be 54,000,000 at this output the railroad will be earning Figure 10K Price 
$5,333,333 per month discnnmatiot, by 

But It can do better than that by segregating the shippers and charging rallroa ® 
each class a different rate-just as our movie theater operator did a few 
pages back If it pays attention to the marginal revenue from each class of 
shippers, the railroad will want to sell only 100,000 boxcar miles to the 
shippers of small commodities and to charge them correspondingly $30 
per mile And it will want to reduce the rate charged the bulk shippers to 
$22 in order to sell them 300 boxcar miles (At the single rate of $23'/, 
they would have purchased 133'/, and 266% miles respectively ) The rail 
road's costs will be the same on our assumptions, but Us tolal revenue will 
rise to $9,600/000 
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This kind of tactic is used regularly by industry lobbies wherever gov- 
ernment agencies hive some power to set minimum prices or-as m the 
case of imported goods-to exclude those that are bemg offered below 
some minimum price The term of opprobrium is dumping ' which is 
officially defined as selling below cost Dumping is so obviously ' unfair 
to competitors that the competitors are often successful in getting the 
government to raise the dumper s prices or exclude its products from the 
market The questions too rarely asked are Below what cost is the firm 
selling? What is the relevance of that cost figure to efficient resource alio 
cation? How can a firm find it m its own interest to sell at prices that are 
actually below cost? And always with resped to the lobbyists arguments 
Ou bom 7 That s buyers Latin ft means To whose benefit? ft s not a 
cynical question It's just a question that can help keep us from being 
taken in by special-interest arguments dressed up in public-interest garb 


Operating in the Red 

Will the railroad go out of business? Ev en if it s allowed to set the prices 
that maximize its net revenue, the railroad will be spending $400 000 each 
month beyond its receipts That obviously cannot continue indefinitely 
But many firms regulated and unregulated do find themselves m posi 
tions like the one described What could we expect to happen m such a 
situation? 

First of all we would expect the railroad to continue operations For if 
tt loses $400 000 per month by operating U would lose $6,000,000 per 
month by not operating The banks that hold mortgages on the locomo- 
tives will not be eager to see the railroad shut down when it starts to fall 
behind on its payments Instead thev arc likely to grant an extension-in 
effect lending the railroad the monthly sum by which it is delinquent in 
its mortgage payments But they will simultaneously be after the rail- 
road s managers to scrutinize their expenditures and see if some can be 
reduced without hurting revenue Perhaps the railroad could lay off some 
personnel, though the unions are apt to resist that step Or it could cut 
management salaries, management s understandable reluctance to econ 
omize here might be overcome by a threat to throw the railroad into 
receivership and change jts top executives Or it mightpostpone or skimp 
on maintenance, though this entails obvious risks If no way can be found 
to bring expenditures down to revenue, the railroad will go more deeply 
into debt each year Its creditors must then decide whether the ongoing 
loss from continued operation is greater than the loss thev would suffer 
from forcing the railroad to suspend operations Opinions and interests 
will differ Local communities will not want to lose the tax revenue, but 
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the banks may want to repossess the locomotives and sell them to another 
railroad 

As existing equipment wears out the railroad will not be able to replace 
it from earnings and will have trouble borrowing the required funds 
Eventually therefore the railroad may be forced to suspend operations 
Gc (icni'j agqeaito government for a subsidy-an appeal in which it can 
expect to be supported by its creditors, its employees, the communities 
to which it pays taxes, and the shippers who use its services Or it may 
cast about for a railroad with which to merge in the hope that the merged 
line will be able to effect significant economies or attract additional busi 
ness from shippers The possibilities are numerous The most important 
point to be noted is that a business tan be operated profitably at a loss for an 
indefinite period, as long as its revenues exceed its marginal costs ' Profit 
ably at a loss is a strange conjunction of terms What it means is that it 
will be to the advantage of the railroad s owners to continue operations, 
even though those operations steadily push the railroad more deeply into 
debt as long as a shutdown would entail even greater losses It is only 
through the comparison of additions to revenue with additions to cost or 
marginal revenue and marginal cost that the appropriate decision can be 
made 


Once Over Lightly 

Price searchers are looking for pricing structures that will enable them 
to sell all units for which marginal revenue exceeds marginal cost 
The popularity of the cost-plus-markup theory of pricing rests upon its 
usefulness as a search technique and the fact that people often cannot cor 
rectly explain processes in which they regularly and successfully engage 
A crucial factor for the price searcher is the ability or inability to dis- 
criminate to charge high prices for units that are in high demand and low 
prices for units that would not otherwise be purchased, without allowing 
the sales at lower prices to spoil the market for higher price sales 
A rule for successful price searching often quoted by economists is Set 
marginal revenue equal to marginal cost This means Continue selling as 
long as the additional revenue from a sale exceeds the additional cost 
Skillful price searchers are people who know this rule (even when they 
don't fully realize they're using it) and who also have a knack for distin- 
guishing the relevant marginal possibilities The possibilities are endless, 
which helps to make price theory a fascinating exploration for people with 
a penchant for puzzle-solving 

Firms often charge that their competitors, whether domestic or foreigh, 
are "selling below cost' and call for the government to prevent such "pred- 
atory" practices Most such charges only make sense if they include in pef 
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unit cost expenses thit are irrelevant to the particular decisions under 
attack They make a different kind of sense when we remember that sellers 
characteristically prefer less competition 
While the ability to sell to different parlies at different prices increases 
the net income of a firm, it also enables some people who would otherwise 
be excluded to obtain goods for which they arc willing to pay the marginal 
cost of production 

One of the pnee searcher's major tasks is to choose the appropriate set 
of marginal costs by deciding how much capacity to construct All costs are 
marginal opportunity costs until irreversible decisions have been made 
A firm can operate at a profit while running in the red as long as its 
revenues exceed marginal costs A decision to operate is a profitable deci 
sion as long as it yields smaller losses than a decision not to operate 


QUESTIONS FOR DISCUSSION 

1 If you re still uncerhm about the mcming of marginal revenue here is 
some additional practice 

Price Quantity 

per Unit Demanded 

512 1 

11 2 

10 3 

Q 4 

(n) Assume that all sales take place at a single pnee Whit is the addition 
lo Mai revenue from selling the second unit the third the fourth? Why is 
marginal revenue less thin price? 

(fc) Whit set of prices could mike mirgiml revenue equal to price as 
shown by this schedule? (Check the cise of Horty and the rose bushes ) 

2 "A price searcher should set marginal revenue as far above marginal cost 
as possible Explain why this statement is wrong Whit is being errone 
ously assumed by someone who thinks thit net receipts wilt be zero at an 
output where marginal revenue equals marginal cost? 
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3 Locate the most profitable uniform price for sellers to set in each of the 
situations graphed below and the quantity they will want to produce and 
sell Then shade the area that represents the net income from that pricing 
policy V\hat will happen to net income Ml each Case if the price IS raised? 
If it s lowered? (Caution What happens if a seller whose marginal revenue 
curve is the same as his demand curve raises his price?) 




4 You want to sell at auction an antique dining room suite There are three 
people who want it and they re respectively willing to pjy $8000 $6000 
and $4000 Your reservation price (the price above which the bidding must 
go before you l| sell) is $5000 No one in the room has any informal on 
about the value of the suite to anvone else At about what price will the 
su to be sold? 

Suppose vou run a Dutch auction The auctioneer announces a price well 
above what anyone would be willing to pay and then gradually lowers the 
price until a bid is received At about what price will the suite be sold? 

5 A pnuteJy owned university in the Southwest wants to increase the per 
ventage of Mexican Americans in its student body Very few of them are 
willing to pay the university s high tuition rates, however, and the university 
is reluctant to spend money for scholarships Outline a system for granting 
scholarships to Mcxitan-Amencans that would not reduce the university's 
net income (You will have to figure out a way of estimating the relevant 
marginal costs ) 

6 list some cases of discriminatory pricing similar to the cases of the college 
and the movie theater How do the sellers identify particular customers 
with the appropriate class of demanded? How do they prevent reselling? 

7 You and your fiancee are shopping for wedding rings After showing you a 
sample of his wires, the jeweler asks 'About what price did you have in 
mind?" 

(«) IVhy does he ask this question? 

(k) If you tejl him you didn't plan to spend more than $50 on each nog/ 
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arc i oo helping him find the nogs to soil jou or He pnee to charge for the 
rings vou prefer? 

(r) What might be a good technique for frntirng out the tones! price at 
which the jeweler is willing to sell the rings v 0 u like? 

S How should Artesian lake account of the price he ongmally pud for the 
land on which the spring ivas discovered in deciding what price to charge 
for his water? 

a Groccr > stores often run newspaper advertisements containing coupons that 
entitle customers to price discounts V\ hat is the rationale for such a policy ? 
(Hint Price ‘■circhors would like to use lower pneos to attract additional 
customers mthmii beup. mnyrdlfd Jo stirs Jhp env p'i& t? ms 
already secured ) 

10 Can hog growers raise the prices at which they sell when their feed costs go 
up? (Hog growers are t\pically price takers) If feed costs are expected to 
remain at this higher level what a ill happen after a time to the number of 
hogs reaching the market? Hon mil this affect the price of hogs? 

11 One Store sells Wilson Championship exha duty felt optic yellow tennis 
halls at $3 4“ for a can of thre* Another s tore m the same shopping center 
soils Wilson Championship extra dutv felt optic yellow tennis balls at 52 89 
for a can of three How is this possible? Why would anyone buy bails from 
the first store? Why do you think we repeated the long description in the 
second sertlencc instead of just swing identical tennis balls ? 

12 If a surgeon charges $1*00 to remove the gall bidder of a wealthv patient 
and S 500 to remov c another patient s gall bl idder is she exploiting the hrsl 
patient or giving a d scount to the second? Hoi does she prevent the second 
patient from buy mg several operations at the lower price and reselling them 
for a profit to wealth) patients? 

13 Many firms use a technique called target pricing to decide what prices to 
set for new products they re introducing The target pnee is a price that 
enables the firm to cam some targeted percentage return on its development 
and production costs Wjiat must the seller knew m addition to costs in 
order to know the return that a particular price will yield? If earnings from 
the sale of the product tum out to fall short of the target should the firm 
raise the price? If earnings exceed the firm s expectations should it lower 
the price? 

U If it s true that big supermarkets almost alwtvs have lower unit costs than 
small grocery stores why does anyone ev er build i small grocery store? 

15 Information is a scarce good 3fid its acquisition bis a cost How does this 
fact explain the frequent willingness of small firms to charge whatever pnees 
.are set by much larger firms? 

16 Which of the following products are being sold below cost? With what other 
products are they competing? Is the competition unfair ? 
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(a) Coffee offered without charge by a bank to its customers 
(fc) as many cups of coffee after dinner as the diner in an expensive 
restaurant requests at no extra charge 
(i) Commercial television programs 
(<Q Soft drinks on an airline flight 

(t) A roll of film given to each adult customer during the pizza shop's 
first week of operation 

17 There are three elements that must all be present fur a firm to be engaged 
m predatory pricing pricing (1) below cost (2) in order to eliminate rivals 
(3) with the intention of raising prices afterward to recoup What factors 
would make the fast step of the process difficult to complete? Under what 
kinds of circumstances would it be relatively easy* Can you cite any actual 
examples* 

18 Whv did the airlines offer special reduced rate youth fares until the Owl 
Aeronautics Board ordered them to stop the practice? What was the CAB s 
objective? 

19 How should the Bntish and French manufacturers of the Concorde super- 
sonic commercial airliner take account of the plane s development costs in 
determining the prices to charge airline companies? Should they suspend 
production if they can t obtain a price that will cover development costs? 

20 The graphs below present the marginal cost curve of a Japanese manufac 
hirer and an Amencan manufacturer of the same product The demand 
curve facing the Amencan manufacturer is also shown What price would 
the Amencan firm want to set* How many units would it want to sell? 
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Now suppose the Japanese firm tries to sell m the U 5 market by under- 
cutting the American firm's price It exports 6 units per time period at a 
price of $12 If the curve labeled (?) is the equivalent for the Japanese firm 
of the curve labeled (?) in figure 10K, js the Japanese firm selling below cost? 

What kind of effect would you expect the Japanese exports to have on the 
American firm s demand curve? 





COMPETITION AND 
GOVERNMENT POLICY 


Will economic competition disappear unless the government has an 
active program to preserve it? Or does competition preserve itself, even in 
the face of diligent efforts by the government to restrict it? 

Is the government promoting competition when it prevents larger, more 
efficient, or more unscrupulous firms from driving other firms out of 
business? Or does the protection of competitors entail the suppression of 
competition? 

When the government prohibits mergers is it preventing competitors 
from eliminating rivals or is it barring the development of more competi- 
tive and efficient organizational forms? 

What do we mean by competition and how are we to decide whether the 
economy or some sector of it is adequately competitive? Is competition m 
an industry to be measured bv the number of competitors, by the practices 
in which they engage, or by the behavior of paces, costs, and profits and 
the industry's record with respect to innovation? 

Those questions will not be conclusively answered in this chapter But 
we hope that when vou've finished thinking through the sources and con- 
sequences of competition as well as the origins and effects of gov emment 
policies you will have a better sense of what the issues are 
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COMPETITION: SOURCES AND CONSEQUENCES 

When we last saw Artesian the price searcher he was ruefully contem 
plating the consequences of an attempt to extract from his customers the 
full value to them of a cup of mineral water As we rejoin him now he has 
returned to the price of 23c He is selling 18 cups of water a day and enjoy- 
ing a daily income of $3 42 from his mineral spring 


Competition Appears 

Artesian $ demand curve reflects the tastes and preferences of people 
m the community, their income, and the availability of substitutes for 
Artesian's mineral water Let's see what might happen if better substitutes 
became available 

A good substitute for Artesian's mineral water is the mineral water of 
other suppliers Perhaps there are no other springs m the community, but 
mineral water can be bottled and shipped in from neighboring towns 
Moreover, Artesian's annual income from his spring, if it becomes known, 
will act a<s information and incentive to others The owner of a local grocery 
store might decide to stock bottled mineral water m the hope of appropri- 
ating for himself some of the gains now going to Artesian Let's assume 
this occurs 

The grocer can purchase bottled mineral water for $1 40 a gallon That 
comes to about 104 per cup of the size which Artesian is selling for 23c 
The grocer thinks he can undersell Artesian and capture the bulk of his 
trade What would be the best price to set? 

If we knew the demand curve faced by the grocer, we could use the 
information we have on marginal cost to determine the profit maximizing 
price for which he is searching We assumed that Artesian knew his 
demand miraculously, and we could, if we wished, make the same heroic 
assumption for the grocer. But the assumption would now be considerably 
more heroic, a larger mjracle would be required For now we would have 
to know («) the relative valuations placed on bottled versus fresh water, 
(W the proximity of customers to Artesian and the competing grocery and 
the costs of patronizing one rather than the other, (c) the customer's evalu- 
ations of the advantages and disadvantages of buying two weeks' supply 
at one time, [d) the extent to which information is available to customers 
regarding these alternative supplies, and other similar factors Moreover 
a fundamental uncertainty of a more radical sort is introduced by the prob- 
ability that the demand facing each supplier is partially dependent on the 
pricing policy of the other 

Notice what this implies The price set by Artesian will affect the grocer's 
demand and hence the most profitable price for the grocer to set. But the 
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price set by the grocer will in turn affect Artesian's demand and thus alter 
the data with which Artesian determined his original price What it comes 
to is that the best price for either one to set depends in part on the price 
which he himself decides to set The neat little world of chapter 10 , with 
its clearly defined curves, becomes blurry Unfortunately from an analytic 
standpoint, but perhaps fortunately from an esthetic one, the real world 
is not as neatly outlined as the pictures in a coloring boolt 
Perhaps you recall from chapter 9 the word oligopoly meaning "few 
sellers "We decided there that the concept of a few sellers shared all the 
ambiguities of the concept of a sole seller, ambiguities inherent m the 
problem of deciding just how broadly or narrowly to define the commodity 
being sold Some economists have retained the slippery word oligopoly and 
have assigned it a very special meaning a situation in which the demand 
curve of one seller depends on the reactions of identifiable other sellers, 
sometimes called avals Whether or not we choose to call this okgopoly- 
the usage is certainly misleading-situations of that sort, where the demand 
curves of different sellers are significantly interdependent, are obviously 
both common and important As a result, pace searchers must often plan 
their course of action in the manner of chess or poker players 


Effects of Competition 

What can we expect to occur in such a situation? Precise predictions are 
impossible to make, but a number of possibilities suggest themselves 

1 Each seller will try to make his product more attractive in the hope 
of capturing and retaining customers Artesian may install a bench 
under the shade tree by his dispenser The grocer may offer to 
carry the gallon bottle to the customer's car There are many other 
ways to differentiate the product, too many even to begin listing 
them These actions raise the cost of doing business but they also 
increase the value to the customer of what he obtains for his money 

2 Each seller will try to disseminate information throughout the 
community concerning the special virtues of his product This is 
usually called advertising, and it has a poor reputation among 
many observers of the capitalist economic system Remember, 
however, that information is a good, a scarce good whose posses- 
sion enables people to increase their wealth by discovering more 
profitable exchange opportunities Artesian and the grocer will 
want to spend more on advertising as long as the anticipated 
marginal revenue from advertising exceeds the anticipated mar 
ginal cost 

3 Artesian and the grocer may meet for lunch and agree to work 
together ' Why compete" Artesian asks rhetorically, ' when all 
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we're doing is wiping out one another's profits? I'll keep my price 
at 23<r per cupful, you set a corresponding price of $3 22 per gallon, 
and we 11 just share the market " The grocer agrees and they shake 
hands They don't put their agreement in a written contract, 
because such agreements between competing sellers to maintain 
prices and share markets are usually unenforceable in court and 
are moreover, illegal under the laws of many states and under 

, , ■ 1 k f- i 


the grocer content themselves with a "gentleman's agreement" 

What might happen now? Suppose that geography, consumer tastes, 
and other factors are such that exactly half of Artesian's customers switch 
over to the grocer Artesian will find his annual profits more than cut in 
half He will sell 9 cups daily and net $1 71, or $624 15 annually After 
payment of $200 to the dispenser company he is left with only $424 15 
(as against $1048 30 previously) Artesian mourns the day the grocer 
decided to enter the mineral-water business 


Competition Reappears 

But agreements of this sort are notoriously unstable The incentives to 
change are so persistent that soon one or the other party will seek to cir- 
cumvent the terms of the agreement Let’s see why 
Fundamentally, the explanation has to do with the inequality of mar- 
ginal revenue and marginal cost Artesian would incur only 4c in addi- 
tional costs if he could attract just one of the grocer's customers And he 
would add 23c to his daily revenue That js 19t worth of inducement to 
violate the agreement (in a gentlemanly way, of course) Artesian would 
be willing to pay up lo 19c to attract another customer, if he thought he 
could do so without inviting retaliation from the grocer or being forced to 
reduce prices to his existing customers 
He might advertise more, add vitamin C to his water, provide selective 
delivery service, give trading stamps, or maybe even offer secret price 
rebates Meanwhile the grocer's marginal revenue is 3lso well above his 
marginal cost, and the grocer is contemplating similar actions to "build 
volume" on mineral water Maybe the grocer offers a special low price on 
paper cups to customers who buy a gallon of mineral water, thereby 
escaping the charge that he has violated the agreement not to reduce the 
price of mineral water 

Even if the gentlemen were to resist all these temptations, their agree- 
ment might still be undermined For what is to keep some other grocer or 
the local druggist from doing exactly what the first grocer did? If Artesian 
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and the grocer do not take these new competitors into their cartel 3 the 
price of 23c will be undercut If they do take them in, profits on the mineral- 
water business will be further shrunk And the new and larger agreement 
would be still harder to enforce effectively, since it now involves more 
parties and presumably more ways to honor the letter while violating the 
spirit of the agreement 

The recurring lesson under this third possibility is that a downward 
sloping demand curve is insufficient to guarantee continuing profits Com 
petition (and every seller faces competition remember that there is no 
such thing as a perfectly inelastic demand curve) tends to bring down the 
price raise the quality of the product sold and whittle away the price 
searcher s net income That is why price searchers and even pnre takers 
yearn so ardently for legal restrictions on competition Let's turn to this 
possibility 


Enlisting the Government 

Artesian had a good thing going until the grocer found out what a good 
thing it was 'If people would only be loyal to their local mineral water," 
Artesian muses one evening, ' I d still be earning over $1000 a year from 
my spring " The wish becomes father to a thought and the thought inspires 
a course of action 

Artesian drafts a memorandum to the Town Council setting forth the 
following points 

1 Water is a basic necessity of life Adequate local supplies of high 
quality water must therefore be assured 

2 Mineral water is even more basic thin regular water, containing 
as it does vital supplements to good health 

3 Unrestricted competition especially from outside the town can 
lead to irresponsible price cutting and the destruction of local 
mineral-water suppliers thus depriving the town of an important 
industry citizens of regular income and consumers of assured 
domestic supplies of mineral water 

4 Unrestricted competition will lead to cost cutting procedures that 
may threaten the purity of the mineral-water supply and hence 
the health and safety of the whole community No price is too 
high if it guarantees pure water 1 * 

5 The Town Council should therefore pass an ordinance stipu 
lating that every seller of mineral water within the town limits be 

1 A cartel is an agreement among a group of sellers to regulate prices or output There 

are also buyers cartels Chapter 13 argues that the National Collegiate Athletic Association 

for example can be viewed is a buyers cartel 



262 


Chapter Eleven 


licensed that a license be granted only after careful scrutiny by a 
board of knowledgeable people m the mineral water industry of 
the applicant s qualifications and ability to satisfy minimum health 
and safety standards and that the board be empowered to revoke 
the license of any seller who engages in unethical conduct incon 
sistent with the public interest 

Since legislative bodies at the federal state, and local level have often 
adopted just such licensing laws on the basis of very similar arguments, 
we shall assume that the town fathers grant Artesian s request Market 
entry is now restricted and Artesian is in a more fortunate position If he 
is <fou6fy fortunate Artesian wi li even 6e appointed chairman o{ the 
Licensing Board Why not? He is, after all, the most experienced person 
m the community on the subject of mineral water 


THE PERILS OF THE PRICE 5EARCHER 

In the neighboring states of Maine and New Hampshire liquor 
stores are owned and operated exclusively by the state For many 
years however, Mame prices were 20% to 30% higher than in New 
Hampshire And as a result Maine sold annually about 40% as 
much liquor as New Hampshire despite having a 25%Iargerpopu 
lation Maine people weren t more moderate in their drinking 
habits they were simply stocking up periodically during trips to 
New Hampshire 

So m July 1971 Maine opened a special cut-rate liquor store at 
ts southern border just off Interstate 95 The a m, of course, was 
to recapture some of the business going to New Hampshire with 
out lowering prices to those citizens who couldn t conveniently 
shop out of the state 

According to a Well Sine 1 Journal report the results were not 
what Maine anticipated Mame residents further north under 
stindably resented the fact that their state was discriminating 
against them and began calling for state wide pncc reductions 
Those who did drive south to obtain cut rate liquor also resented 
the Maine policy and generally continued a few miles on across 
the border to Portsmouth New Hampshire to make their liquor 
purchases But bar and restaurant operators, who by law can only 
sell liquor bought in Maine quickly transferred their business to 
the new store with its sharply lower prices The price searcher's 
life is apparently a perilous one even when the price searcher is 
the state itself 
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The board will now set high standards of purity and excellence It will 
probably not be so crude as to deny licenses outright It will rather decree 
that bottled mineral water must be sold only in containers that have been 
sterilized by being boiled for 24 hours at 120 degrees centigrade (fresh 
water sold in cups is exempt), that stores selling mineral water must do so 
in separate areas so that the water does not stand closer than 25 feet to any 
other food or beverage by which it might be contaminated (businesses 
selling only mineral water are exempt) and perhaps that a tax of $2 a gal 
Ion be levied on all water sold to defray the costs of the inspection and 
licensing services (mineral water sold from private residences is exempt) 
Entry into a market can be prevented without going so far as to prohibit 
it flatly Anything that increases the costs of a supplier will restrict his 
supply, and the imposition of sufficiently large costs will restrict it com- 
pletely Licensing can be used to do exactly this and often is The preven- 
tion of competition is never given, of course, as the reason for licensing 
It is always "the public interest" for which sellers profess a fervent con- 
cern when they seek to have the government impose controls on potential 
competitors 1 


Restricting Competitors 

Here are some actual newspaper items with names changed to protect 
the guilty Who stands to gain and who to lose in each case? 

"Government officials are demanding that hospitals provide registered 
nurses 24 hours a day or lose their Medicare certifications ' 

"All plumbers must spend a minimum of 140 hours a year for five years 
learning higher mathematics, physics, hydraulics, and isometric drawing " 
"Woolen makers are arguing that, since woolen worsted fabric is essen- 
tial to national defense, the government should impose quotas on imports 
from abroad " 

"The prominent owner of a local television sales and service center said 
today that he welcomed the state's investigation of the television repair 
business and he demanded regulation of the industry 'We must eliminate 
janitors, firemen, milkmen, and similar amateurs who defraud the public 
by providing poor quality repair service at cut-rate prices,' he argued " 
"Automobile dealers are vigorously protesting Sears' application to 
enter the car-financing business, and are demanding that the state corpo- 
rations commissioner reject the application " 

' The Senate Public Health Committee yesterday rejected a bill to allow 
use of multiple offices and trade names in the diagnosis of eye problems 
and fitting of glasses Single-office optometrists contend that, if an optom- 

1 The appendix reprints a parable by Henry Manne that vividly Jlustrates the processes 
and problems to which this chapter is primarily directed 
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OCCUPATIONAL LICENSING 

The Wall Street Journal of January 8 1975 carried an interesting 
feature on occupational licensing with the heading Closed Soci 
et es? The article reports a statement by Lewis Engman chair 
man of the Federal Trade Commission that occupational licensing 
has not prevented fraud, incompetence orpnce gouging Engman 
cited an FTC study which showed that Louisiana which licenses 
television repairmen has about the same incidence of fraud as 
the District of Columbia which does not Moreover prices on 
television repairs are about 20% higher in Louisiana than in the 
Distnct of Columbia 

In an effort to make licensing boards more responsive to the 
public interest some stales have considered legislation to require 
that the boards include members from outside the profession 
being regulated Predictably enough there has been strong oppo 
s tion to these legislative proposals from trade and professional 
associations Their argument of course is that people who aren t 
practit oners of the licensed occup ltion lack the technical compe 
tence to make proper decisions 


etnst is m his own office his boss is his patient If the optometrist works 
under a trade name his boss is his company 

The owner of the Piney Woods Nursing Home and secretary of the 
State Association of Licensed Nursing Homes accused the State Health 
Department last night of approving new nursing home construction with 
out proper investigation of the need for additional facilities or the quail 
fications of the applicants 'Unqualified people including speculators from 
other parts of the country are hoping to reap big profits he said 'A great 
surplus of beds will bring about cutthroat competition which means 
nursing homes will have to curtail many needed services resulting in 
lower standards detrimental to patients and the community 
And finally the plumbers once again who aren t any worse than many 
others but seem to draw better press coverage 

Changes proposed in the plumbing section of the city building code 
would require that a plumber serve as an apprentice for five years instead 
of the present three before becoming a journeyman In addition appren 
tices would have to register annually with the city and could not become 
apprentices after reaching the age of 25 For a plumber to become a master 
plumber that is, one contracting plumbing work he would have to take 







an examination The code now requires only that a plumber seeking Figure llA Alternative 
master plumber status furnish bond outputs of widgets 

Toward Evaluation 

What general conclusions can we draw from all of this? The first obser 
vation to be made is that price searchers markets tend to result in reduced 
output To avoid spoiling his market the pnce searcher foregoes some 
sales that could be made at prices above marginal cost He looks at mar 
grnal re\ enue not at price and so he sells less and at a higher price than 
he would if he were a price taker 
Figure 13A illustrates this difference Suppose that vve have two widget 
producing firms m widely separated geographic areas each with identical 
marginal costs The difference between the price taking and the price 
searching widget producers is summarized in their demand curves also 
shown in figure llA The price taker is in a large market with many pro 
ducers the price searcher sells in a geographically isolated area 
The price taker wants to produce all units whose marginal cost is less 
than marginal revenue (which equals the pnce for him) and so produces 
300 widgets per month 

The price searcher following the same rule wants to produce only 200 
widgets per month Any units produced beyond this add more to his costs 
than to his revenue To sell 200 widgets he sets his pnce at $1 50 The 
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important fact to be noticed is the output reducing effect of price searchers' 
markets (The law of demand predicts that restricted output will also result 
in higher pnces ) 

This reduced output represents waste in a specific sense The marginal 
cost curve shows the opportunity cost of producing each unit of output 
Since opportunity cost measures the value of what is given up, we can say 
that the area under the marginal cost curve between 200 and 300 widgets 
shows the gam to society from not producing the last 100 of 300 widgets 
or what it would have cost society to produce them The demand curve on 
the other hand, measures what people are willing to pay for widgets or 
the gam to society from obtaining them Since the area under the demand 
curve is greater than the area under the marginal cost curve between 200 
and 300, society lost more than it saved by not obtaining 100 additional 
widgets The white area represents this loss of wealth It is the difference 
between the value of additional widgets and the value of the alternative 
goods that can be produced by sacrificing these additional widgets 

The argument is admittedly somewhat formal and abstract But it is an 
important argument to understand if you want to evaluate the effects of 
market power In short price searchers refrain from providing goods that 
could be provided at a cost below what people are willing to pay This con- 
stitutes an inefficient use of resources 

Some further observations and words of caution can now be added 

First of all price discrimination is capable of reducing this inefficiency 
If the price searching widget producer can find a way to do what Artesian 
attempted unsuccessfully with his you set the price policy, and what Ivy 
College did more successfully through tuition scholarships, he improves 
the allocation of resources Ot'< course, fie also increases fits own net income, 
a fact that will prompt him toward more astute price searching 

Secondly, the burden of such inefficiency diminishes as price searchers' 
demand curves become more elastic Since elasticity depends crucially on 
the availability of substitutes, legal restrictions on entry will tend to aggra 
vate inefficiency Restrictions on potential competitors reduce the range 
and dimmish the availability of substitute goods, and allow the price 
searcher more room to increase his own wealth by allocating resources 
inefficiently 

Finally, for policy purposes, an efficient situation must be compared 
with more efficient situations that are actually attamable We objected 
earlier to the frequent error of contrasting a less than ideal situation with 
an ideal but unattainable situation There are costs involved in changing 
market structures, such as the cost of an investigation, prosecution, court 
order, and compliance under antitrust statutes Only if these marginal 
costs are less than the marginal benefits can one maintain that efficiency 
would be increased by legal action aimed at reducing the market power 
of price searchers 
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GOVERNMENT POLICIES TOWARD COMPETITION 

The policies toward competition of federal, state, and local governments 
m this nation have not always been grounded in coherent economic analy- 
sis It is relatively easy, of course, for academicians and textbook writers to 
point out the failings of policy makers "Had I been present at the crea 
hon," King Alfonso X of Spam remarked in the thirteenth century, "I 
would have given some useful hints for the better ordering of the uni- 
verse " But economists were not always present m any influential way as 
"antitrust' policies evolved in this country, and sometimes they gave con- 
flicting hints when they were offered a voice in policy formation The 
anomalies of antitrust policy are the anomalies we should expect when 
policies that significantly affect substantial economic interests evolve over 
many years and in many separate jurisdictions m response to political 
pressures and in the presence of substantial uncertainties 

The very word antitrust the most common generic term for summarizing 
the laws and policies that affect business competition, is a strange mis- 
nomer to begin with The "trust" was a specific legal arrangement tried 
out by corporations around the 1880s as a way of reducing competitive 
pressure But it had already been successfully attacked m state courts and 
was disappearing when Congress enacted the first and most important 
"antitrust" law in 1890 The Sherman Act became known as the Sherman 
Antitrust Law because Senator Sherman was also the sponsor of other 
well-known bills and because the word "trust" was at that time synony- 
mous in the public mind with schemes by powerful business interests to 
eliminate competition The sweeping language of the Sherman Act in its 
first two sections provides good grounds for regarding it as the constitution 
of federal policy to preserve and promote business competition 

The Sherman Act 

"Every contract, combination in the form of a trust or otherwise, or con- 
spiracy, in restraint of trade or commerce among the several States 
is hereby declared to be illegal 

"Every person who shall monopolize, or attempt to monopolize, or com- 
bine or conspire with any person or persons, to monopolize any part of the 
trade or commerce among the several States shall be guilty of a mis- 
demeanor " 

But it's a strange constitution that can be enacted with almost no discus- 
sion and by a nearly unanimous Congress— which happened in the case of 
the Sherman Act 1 A careful examination of the law's origins leaves the 

1 The Act passed both houses of Congress in 1890 with only one dissenting vote For a 
comprehensive legislative history of the hw, see Hans B Thorelli Federal Antitrust Poluu 
Origination of flit American Tradition (Johns Hopkins Press 19 S 5 ) 
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distinct impression that few members of Congress thought the bill was 
significant, except as a ringing denunciation of sin and an assurance to the 
voters of each legislator's virtue And early enforcement certainly bore the 
marks of indifference When the Attorney General finally dusted the law 
off, he did so to use it against labor unions, to the considerable surprise 
and dismay of labor leaders And the law was at first held by the courts 
not to apply at all to manufacturing firms because they were not strictly 
engaged in interstate commerce the only kind of private economic activity 
that Congress could constitutionally regulate 1 The law did, however, offer 
the prospect of triple damages to parties that could show they had been 
harmed by violations So there were teeth in the law even if its jaw was 
not always in working order 

Clarifying the Rules 

But sweeping language has its own way of becoming vague language 
as attempts are made to apply it Surely Congress could not have intended 
the act to be applied literally Every combination that restrains trade? Every 
attempt to monopolize 7 That could condemn competition itself For ex 
ample, if a firm cuts its prices to attract a larger share of the market, isn't 
it trying to monopolize 7 Isn't it the goal of every competitive firm to get as 
much business for itself as possible? And isn't that legitimate 7 Moreover, 
couldn't almost every business transaction be construed as a contract 
restraining trade? For every contract will be found to exclude some others 
The law cried out for interpretation, and it was soon established that only 
"unreasonable" acts were to be condemned with the federal courts as the 
ultimate arbiters of reasonableness 

In 1914 Congress added two more laws to the body of federal "antitrust" 
law the Clayton Act and the Federal Trade Commission Act Two decades 
of experience with the Sherman Act had convinced most members of Con- 
gress that it was necessary to spell out the rules m more detail They also 
believed that even the most detailed rules Congress could write would still 
require expert application, and the Federal Trade Commission was created 
as the expert agency to interpret and apply the rules Further rules for the 
governance of competition were spelled out m the Robinson Patman Act 
of 1936 Well come back to the issues raised by these rules 

The Issue of Mergers 

The most important feature of the Clayton Act, at least m retrospect, 
was its attempt to bar a detour by which firms were circumventing the 
Sherman Act If conspiring with a competitor to fix prices was illegal, 

1 Since that time the federal courts have steadily expanded the meaning of interstate 
commerce until almost any econofiHcachvity at all may be federally regulated on the grounds 
°f its tendency to affect interstate commerce Everything in fact does 
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merging ivith a competitor was not A firm obviously cannot conspire with 
itself And so the Clayton Act prohibited corporate mergers that might 
tend substantially to lessen competition That left a large loophole as it 
turned out which wasn t closed until 1950 when Congress prohibited 
mergers through the acquisition of physical assets as well as through stock 
acquisitions But the tough question shll remained When will a merger 
tend 1 to lessen competition? When might it increase competition? And 
what about the relationship between size and efficiency? Do firms merge 
to achieve economies in production marketing and finance? Or do they 
merge in order to reduce the options of those to whom they sell or from 
whom they buy? Or is merger more often aimed at some qui‘e different 
goal like insurance against market uncertainties the prestige that goes 
with size or the prospect of a speculative increase in stock prices? 

Economists divide mergers into three main types horizontal verti 
cal and conglomerate If the Ford Motor Company were to merge with 
Chrysler that would be a horizontal merger If Ford merged with National 
Steel or bought up some of its own dealerships those would be vertical 
mergers mergers with suppliers or buyers And jf Ford merged with Xerox 
or Borden that would be a conglomerate merger the merger of firms in 
unrelated industries 
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Horizontal mergers appear to have the greatest potential for lessening 
competition because they combine firms that are competing for shares of 
the same market By reducing the options of buyers, they decrease the 
elasticity of the demand faced by the merged firms and hence increase 
their market power 

Vertical mergers tend to have a different type of effect The acquisition 
of a steel producer by an automobile producer gives one steel firm an 
advantage over others in selling to the automobile manufacturer The 
dealerships owned by an automobile manufacturer may likewise have an 
advantage in purchasing from the manufacturer Thus vertical mergers 
are usually criticized by firms who claim that the mergers place them at 
an unfair competitive disadvantage While vertical integration does reduce 
the amount of competitive buying and selling of intermediate products 
that occurs, it is difficult to construct a convincing argument to show that 
it raises the final prices of goods How could Ford increase its net income 
by paying more for steel from its own subsidiary than it would have to 
pay other suppliers? Of course, if Ford acquired ownership of its own 
retail outlets, it might be able to reduce competition among automobile 
dealers But the problem then would be the horizontal merger of dealerships 
achieved through the vertical merger 

Evaluating Conglomerates 

Conglomerate mergers are the most fashionable kind today and also 
the ones most difficult to assess Why should the merger of an automobile 
manufacturer and a producer of copying equipment reduce competition? 
One answer is that it creates more opportunities for special deals" Ford 
makes business cars available to Xerox at low prices that reduce Xerox's 
t»sfe 6eibw those of other copying machine manufacturers, while Xerox 
gives Ford an advantage over Chrysler by supplying copying machines at 
low prices It's again hard to see, however, m what way Ford-Xerox could 
gain from this ktnd of mutual subsidy 

Another complaint is that conglomerate mergers increase the prob- 
ability of predatory pricing, which we discussed in chapter 10 The con- 
glomerate will have that ’ long purse" which makes it possible for a firm to 
sell at below-cost pnces until it has driven its competitors out of business 
But predatory pricing, vve have already argued, is not likely to be a source 
of as many advantages as some commonly assume, and it is far more often 
complained about than actually observed 

Conglomerates may acquire important financing advantages They may 
be able to provide the capital funds for one division out of the earnings 
from another without gomg through the capital market And insofar as 
larger firms are better risks, conglomerates may be able to borrow on 
better terms But is this a source of increased efficiency or of socially 
undesirable advantages? 
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The political dangers associated with conglomerate mergers are also 
sometimes mentioned as a reason for opposing them The centralization 
of financial power displayed by a large conglomerate may increase both 
the temptation and the ability to exert improper influence on the political 
process Revelations after the 1972 presidential campaign about the illegal 
contributions of large corporations have increased many people s distaste 
for bigness m and of itself Power tends to corrupt as Lord Acton 
observed and money is power The merger of a local firm m to a nation 
wide conglomerate may also upset the relationship between that firm and 
local government 

Another political argument against sheer size md hence against con 
glomerate mergers arises from the unwillingness of the federal govern 
ment to let very large corporations fad Incompetent or irresponsible 
management may mean bankruptcy for smaller firms but a go\ ernment 
subsidy for very large firms on the grounds that the economy would be 
too severely hurt if the large corporation were allowed to fail The number 
of jobs that would be lost is often pointed to as grounds for a subsidy 
Penn Central Lockheed and the Franklin Bank in New York are recent 
warnings along this line about the dangers of bigness 

There are arguments that can be presented on the other side however 
One obstacle to increased competition in many industries is the enormous 
start up costs associated with entry Suppose that there are only two firms 
producmg aluminum cans and that the demand for these cans is large 
enough and inelastic enough to allow huge profits The two firms each 
recognize without having to discuss it together that they can both make 
larger profits if each wdl restrain itself settle for half of the market and 
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not risk spoiling the market by trying to capture a larger share They will 
find it easier to maintain such a policy if they do not have to fear the 
entrance of additional firms If the initial capital requirements for con* 
structing production facilities of an efficient size are very large, the threat 
of potential competition is less But that threat can be increased and turned 
into a reality if other large firms begin to eye the profits in the aluminum 
can industry Firms in wholly unrelated industries may be able more easily 
to marshall the resources required for entry A large brewer, for example, 
might threaten to produce its own cans or acquire a bottle manufacturer 
and diversify into can production The concentration of resources that 
makes conglomerates dangerous in some people s eyes may also make 
them continuing threats to established positions of market power 
The issues are complex as we have often had to say They are made 
more complex however by our ambivalence toward competition itself 
and in particular our tendency to equate the protection of competitors with 
the promotion of competition This is nowhere better illustrated than m 
the history of the Federal Trade Commission and Robinson-Patman Acts 


Fair Competition 

We observed earlier that Congress was determined in 1914 to spell out 
the rules more dearly It did not wish to condemn size in and of itself, 
since size was often associated with greater efficiency And hence it did 
not wish to condemn growth m and of itself even if that growth did in* 
crease a firm's market share and hence its "monopoly" power What 
Congress wanted was fair competition Why not go at that goal directly by 
proscribing in explicit terms the business practices that were unfair 7 And 
establishing an expert commission to act as referee 7 That in rough outline 
is the history and philosophy of the Federal Trade Commission and the 
laws that it administers 

"Fair competition'' sounds altogether admirable But to whom is it Sup- 
posed to be fair? To consumers or to competitors? When business execu- 
tives talk about unfair competitive practices, they almost invariably mean 
practices that put thum at a disadvantage The possibility that these same 
practices bring benefits to consumers tends to be overlooked Price cutting 
is the pnme example A business executive who registered a protest when- 
ever a competitor reduced prices would look ridiculous — unless he could 
construct an argument to show that the price reduction was fraudulent or 
based on an unfair Advantage And there are plenty of arguments to be 
used 

Resale price maintenance is the technical term for laws that permit 
manufacturers to establish minimum prices below which retailers may not 
se II Many states have such taws, which not only condone collusive pace 
fixing but allow legal penalties against retailers who refuse to cooperate 
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This is a clear violation of the Sherman Act, but Congress has exempted 
resale price maintenance from coverage by the Sherman Act 1 The term 
commonly used by retailers who enjoy the protection against price cutting 
that these arrangements give them is, not surprisingly. Fair Trade Jaws 

The Robmson-Patman Act is m large part grounded m the assumption 
that competition will disappear, leaving us the helpless victims of monop- 
oly, if legal restrictions are not imposed upon competition A detailed dis- 
cussion of this law and of the Federal Trade Commission Act which it 
supplements could easily fill a separate book Federal laws governing 
'trade practices do not ail have the intent of reducing competition to 
protect competitors, but an alarming percentage does Or at least that is 
often the effect of the laws, whatever their conscious intent Others are so 
difficult to interpret that they are open invitations to arbitrary decisions by 
federal agencies The laws governing advertising largely fall in this cate- 
gory, as we saw in chapter 8 It is important to note that the most effective 
pressures on the Federal Trade Commission and other government agen- 
cies do not come from consumers, but from producer interests And those 
are far more likely to be pressures to protect competitors against competi- 
tion than to protect consumers by promoting competition This is the 
principal source of the ambivalence that characterizes so much of the 
government's policy respecting competition 

The Effects of Antitrust Policy 

Is the whole body of "antitrust" law perhaps more of a hindrance than 
a help to competition 7 There are some who come to that conclusion There 
are others, heavily concentrated, it often seems, in the economics profes- 
sion, who would retain the Sherman Act and the anti-merger provisions of 
the Clayton Act and junk the rest Some of these defenders claim that the 
Sherman Act and the Clayton Act have made important contributions to 
the maintenance of a competitive economy Others claim that they could 
make a much larger contribution if they were seriously enforced But still 
other students of the American economy view them as at best a meaning- 
less charade, at worst a set of weapons with which ignorant political 
appomtees can do a lot of damage while assaulting windmills 

The authors of this textbook are firmly convinced that they don't know 
who's right Antitrust policy is certainly full of contradictions, of cases 
where the right hand is doing what the left hand is undoing State laws 
rarely promote competition and often fall into the hands of the competitor- 
protectors rather than competition-protectors Federal enforcement of the 

1 As these lines arc being written Congress is considering repeal of that exemption first 
enacted in 1937 Manufacturers and retailers have increasingly found that the coslofenfomng 
resale pnee maintenance against ingenious competitors is greater than the potential gain 
Former supporters of these laws are no longer willing to lobby for them 
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THE LOWLY PEANUT 

Ther e aren t very m my peanut growers in the United States but 
they have a lot of polit cal influence And so the United States 
passed a law m the 1940s limit ng the nation s peanut farmland to 
1 6 million acres Land cannot be planted in peanuts unless it has 
an acreage allotm ent The allotments were granted on an historical 
basis land producing peanuts when the law was passed acquired 
the exclusive privilege to go on producing peanuts That was an 
excellent arrangement for those who owned peanut land when the 
law was passed It restricted output to keep the pr ce of peanuts 
h gh and prevented other fanners from cutting themselves In on a 
share of the prof ts by sw tching their land to peanut production- 
and bringing down the pnce of peanuts in the process That would 
be a clear violation of the Sherman Act if it were done by anyone 
but the federal government 

But a good thing is bird to preserve Peanut farmers trying to 
increase their profits have found ways to double the output per 
acre over the last decade And peanut consumption hasn t kept 
pace But peanut farmers still have political clout So the federal 
government through the Commod ty Credit Corporation buys 
the surplus (that is the quantity that wont be purchased at the 
off cial support price) and sells it overseas at a loss to the general 
taxpayer 

Senator Herman Talmadge is fromGeorgta a state whose largest 
cash crop is peanuts Heisalsocha rmanof the Senate Agriculture 
Committee And he argues that a cut m the support program would 
be a disaster for people who earn their living producing peanuts 
Can you think of any industry that would not be grateful for a 
smilar arrangement or to which the senator's argument could 
not apply? 


Sherman Act and the antimerger provisions of the Clayton Act often 
seems to strain at gnats while swallowing camels On the other hand the 
existence of the Sherman Act with its ringing denunciation of price 
fixing conspiracies may have retarded the development in this country 
of the cartel arrangements that have so often appeared in Western Europe 
and Japan The economist George Stigler once suggested that the ghost 
of Senator Sherman is an ex officio member of the board of directors of 
every large company That statement will never meet the minimum cri 
tena for empirical scientific truths but good history is still a long way 
from being a pure science 
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Once Over Lightly 

A gap between the price of a good and the marginal cost of making it 
available is a source of potential advantage to someone Competition 
occurs m the economy as people locate such differentials and try to exploit 
them by filling that gap with additional goods 
Competition can take more forms than we can list and usually more 
forms than a pnee searcher can anticipate and head off 
Because competition tends to transfer the gains from providing a good 
to purchasers and other suppliers firms frequently try to obtain govern 
ment assistance m excluding competitors often displaying remarkable 
ingenuity and stunning sophistry 

The notion that government is the Defender of Competition against 
Rapacious Monopolists is probably more a hope than a reality Federal, 
state and local governments have created and preserved numerous posi- 
tions of special privilege whose effect is to restrict competition and reduce 
the options available to consumes 
An adequate and balanced evaluation of that substantial body of stat- 
utes, commission decrees, and judicial holdings which makes up federal 
antitrust policy has not yet been published 
While price searchers markets entail a misallocation of resources when 
compared with price takers markets the significance of that misallocation 
and the cost of correcting it are difficult to determine 
Since a firm that competes successfully must to some extent displace 
its rivals competition may lead to the elimination of competition On the 
other hand it is impossible to preserve all competitors without restricting 
competition to some degree This is the basic dilemma of government 
policies toward competition 


QUESTIONS FOR DISCUSSION 

1 How would you account for the fact that while some observers claim com 
petition is declining in the American economy every business firm insists 
that it faces strenuous competition* 

2 Consult the technical definition of ohgopolj presented in the text Are the 
manufacturers of cigarettes oligopolists by that definition* Are the owners 
of the gasoline stations in a small town oligopolists? Name some other 
sellers who are and are not oligopolists b> that definition 

3 The attempt by sellers to make their product more attractive to consumers 
is sometimes called product dtjferenhatm 
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(fl) Is product differentiation a wasteful process imposing costs on sellers 
that are greater than the benefits conferred on buyers? Think of cases where 
it probably is wasteful in this sense and other cases where it is not 

(i) Evaluate the following argument- 

New practices initiated by sellers to differentiate their products are liable 
to be wasteful from a social point of view because they are liable to entail 
high marginal costs and low marginal benefits But this only means pro 
ducers have already made use of the low cost high benefit techniques of 
product differentiation it does not show that the whole process of product 
differentiation is wasteful. 

4 Why must an effective price fixing agreement between sellers include such 
restrictions on sales as output limitations or geographic divisions of safes 
territory? 

5 Some states have established legal minimum prices for liquor sold at retail 
Do you think this eliminates competition among retail liquor stores? Why 
do you think retailers to such states often lend glassware without charge to 
customers planning parties? 

6 The realtors in an area will generally all charge the same percentage of the 
sales price for selling a house a percentage established by some realtors 
association and adhered to by all real estate agents as a matter of ethical 
practice 

(a) Why would it be unethical if a realtor offered to accept 5% rather 
than 6% for selling your house? Toward whom would it be unethical? 

(f) How do realtors compete with one another? 

(0 Is an industry likely to become overcrowded if it s successful m fixing 
a high minimum pnee (or its product 7 Js the realtor profession overcrowded 
in your judgment? What evidence might be used to answer this question? 
(From 1960 to 1973 the number of employees in the real estate industry 

increased 44% ) 

7 A recent survey of businessmen asked them to describe the unethical prac 
tices in their own industry that they would most like to see eliminated Of 
those responding, 62% mentioned unfa ir pricing, dishonest advertising, 

unfair competitive practices or cheating customers ' How would you 
interpret these responses? How would you define the practices they 
condemn? 

8 Examine the paragraph m the text recounting the complaint of the nursing 
home operator How many wrong or misleading assertions can you locate 
in that paragraph? 

9 The legislature of a large stale recently considered a bill that would require 
all grocery stores and drug stores selling package liquor to provide separate 
entrances to their liquor departments It was maintained by supporters of 
the bill that this was necessary to prevent minors from entering the liquor 
department Who do you think lobbied for this bill? Why? 
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10 A study several years ago pointed out that 73% of the professions licensed 
by a populous Midwestern state required entrants to have good charac 
ter Why 7 How can good character be determined? Who is best able to 
determine whether a mortician s character is sufficiently blameless to entitle 
him to a license 7 

11 Is the patent granted to an inventor a grant of special privilege 7 Would you 
favor abolition of the patent pnvilege 7 Why or why not 7 

12 How might laws prohibiting collusion on pricing encourage mergers 7 (Hint 
Gn a firm collude with itself 7 ) 

13 What is the difference between reducing prices to attract more customers 
and reducing prices in order to monopolize 7 

14 It is often argued that large corporal ons have undue political influence It is 
also argued by some that large corporations are convenient political scape- 
goats Which argument is closer to the truth? 

15 How important is free entry in promoting effic ency low prices and mno 
vation in an industry 7 What are some of the barriers to free entry m addition 
to legal restrictions 7 

16 Evaluate this assertion by the economist M A Adelman A useful if not 
very precise index of the strength of competition is the resentment of 
unsuccessful competitors How would you evaluate the argument by other 
firms in the r industries that General Motors and International Business 
Machines ought to be broken up into several separate companies 7 




PROFIT 


"Perhaps no term or concept m economic discussion i* used with a more 
bewildering \anety of well-established meanings than profit That sen- 
tence was written forty years ago by Trank Knight, a distinguished student 
of the subject, to introduce an encyclopedia article on profit The situation 
has not changed greatly since then A few years ago The Wall Street Journal 
ran a feature article entitled "Some Plain Truth about Profit ' The author 
listed no fewer than seven distinct definitions of the word pivfrt that have 
been employed by ' economic experts/ decided none of them ivas very 
helpful, and then offered his own A month later the journal published 
seven letters of response from its readers their verdicts on the new defini- 
tion and accompanying exposition ran from excellent through misleading 
to ridiculous 

So what shall we do? We shall take (he coward s course and assert that 
there is no correct definition of profit The meaning of any word depends after 
all , on the way in which people use it, and it is an incontrovertible fact that 
people (including economists) use the word profit m many different senses 
Rather than argue about the best definition we'll try to help you under- 
stand the insights that he behind some of the competing definitions One 
of our principal objectives in this chapter will be to help you think more 
clearly and systematically about a very important phenomenon in eco- 
nomic life, one that has complicated our analysis before and will comph 
cate it again the phenomenon of uncertainty 
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PROFIT: TOTAL REVENUE MINUS TOTAL COST 

The most common definition of profit is simply total revenue minus total 
cost That's almost everyone's intuitive definition of the term and that's 
how we have used it until now When a business firm has paid all of its 
costs, what it has left over is profit But before we can agree on the size of 
the profits, defined in this way, we must agree on what is to be counted 
in costs 

What Should Be Included in Costs? 

Monetary outlays are not the same as costs from the opportunity cost 
perspective This is clear m the case of an owner-operated business part 
of the cost of doing business is the owner's own labor, even though the 
owner may not figure his own salary as part of his regular costs and writes 
no weekly payroll check to himself If the owner pays rent for the building 
he uses, he will count the rental payments as part of his costs, but he may 
not do so if he himself owns the building He ought to do so, however, 
because he is losing the amount that could be obtained from renting the 
building to someone else, and from the standpoint of society, too, there 
is a genuine cost in having the building not available for alternative uses 

The business proprietor may also be using equipment that he bought 
and now owns If he bought the equipment with a bank loan, he will 
include hi$ bank payments in his costs But suppose he bought the equip- 
ment out of savings thathe had previously accumulated 7 Then he is giving 
up the income that he could have obtained from lettmg someone else use 
his savings, and that is certainly part of the opportunity cost of doing busi- 
ness But he may or may not decide to include this foregone income m his 
costs The pomt is that he should The income foregone represents a genu- 
ine cost both to the business proprietor and to society 

Let's next consider the accounting procedures of corporations Corpo- 
rate profits have a legal definition because corporations must pay taxes on 
their profits But the legal definition is unsatisfactory from the opportunity 
cost point of view. It begins with the common sense definition of profit as 
revenue minus costs. But it excludes from cost the dividend payments 
made to stockholders of the corporation while including the interest pay- 
ments made to bondholders Are these payments that different? Both are 
payments for borrowed funds or for the resources that the corporation 
was able td purchase with those funds The principal difference is that 
payments to bondholders are a contractual obligation of a fixed amount, 
while the dividends paid to stockholders are a kind of residual that may 
vary from year to year or quarter to quarter Still, the funds loaned by the 
stockholders are funds not earning income somewhere else, and the re- 
sources purchased by the corporation with these funds are pulled away 
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from alternative opportunities Surely some portion of the dividends paid 
by corporations represent genuine opportunity costs no matter how they 
are regarded for purposes of taxation 


Profit versus Interest 

A persistent difficulty in the measurement of profits is the difficulty of 
deciding just how much interest a business firm is paying The legal defi 
nibon of interest isn't adequate, for payments to banks and bondholders 
often will not differ functionally from the payments made to shareholders 
m dividends or even as increases m the market price of their shares attrib- 
utable to reinvestment of earnings What we are after in trying to measure 
the true interest costs of a business firm is the amount the firm must pay 
in order to obtam the capital it uses 

Capital means goods used to produce futuie goods like cash registers in 
retail stores, typewriters m an office drill presses in a sheetmetal fabn 
eating shop, or reading skills that are used to produce knowledge In later 
chapters well take a closer look at the concept of capital and some of the 
ambiguities associated with its definition But the simple definition given 
above is enough to get us into the puzzling phenomenon of interest 

Why Is Interest Paid 7 

Usury and interest were originally synonyms Todav the word usurious 
carries connotations of overreaching and grasping greed-evidence in our 
language of popular hostility toward the taking of interest The hostility 
seems to be largely rooted in misunderstanding Interest is not the price 
of using money although that is sometimes a convenient way of expressing 
it Interest is flie difference m value between present and future goods Once you 
understand why present goods are more valuable than goods in the future 
you realize that interest is not something peculiar to capitalist economies, 
or a consequence of the avance and monopoly power of bankers and other 
money lenders, or something that could be eliminated just by making 
more money available Interest rates are generally talked about as if they 
were the cost of borrowing money, because money is the usual means by 
which people acquire possession of present goods But interest would 
exist in an economy that used no money at all smee it is fundamentally 
the difference in value between present and future goods 
Why are present goods more highly valued than goods in the future 7 
This is a question that has intrigued a number of the most distinguished 
minds m the history of economics, and the higher subtleties of the prob- 
lem still arouse controversy in some quarters Two facts stand out, how- 
ever whose significance can be readily grasped 
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Time Preference 

In the first place, individuals have on the average « positive rate of time 
preference That is to say, people tend to place a higher subjective value on 
consumption in the near future than on consumption m the more distant 
future Some have interpreted this as evidence of shortsightedness, or of 
inability to imagine the distant future with as much vividness and force 
as one contemplates the immediate future or of an innate human ten 
dency to view the future through rose-tinted glasses Each of these inter- 
pretations casts suspicion on the ultimate "rationality" of time preference 
On the other hand, given the facts of human mortality and all the contin- 
gencies of life, it is not necessarily irrational or shortsighted to prefer a 
bird m the hand to two m the bush Moreover, if people have reason to 
believe that their income will increase over time, they could very logically 
conclude that giving up something now entails a larger subjective sacrifice 
than giving up quite a bit more of the same thing at a future date when 
one's income is expected to be larger Whatever the explanation or expla- 
nations, however, there can be no doubt that people do display positive 
rates of time preference To obtain 10Q strawberries today, a person may 
be willing to give in exchange 115 strawberries one year from now Con 
versely, such an individual could be persuaded to give up 100 strawberries 
now only by the promise of 115 strawberries or more one year hence He 
displays a 15% rate of time preference While these subjective rates of time 
preference vary widely from individual to individual and from one culture 
to another, on average they are positive m every known society This by 
itself would be sufficient to create a premium on present goods over future 
goods and thus a positive rate of interest 


It may be instructive to consider a case of apparent negative tune prefer 
ence This should help you grasp the principle at work Consider a person 
who receives as a gift 100 quarts of strawberries He loves strawberries 
and he vastly prefers one quart now to one quart a month from now But 
he does not want to eat more than one or two quarts a day for fairly obvi 
ous reasons so that manv of these 100 quarts are without any value to 
him They will spoil before he wants to eat them 

Such a person would be willing to give up strawb°mes now to obtain 
(ewer strawberries in the future' He might go down the block offering each 
of 45 neighbors two quarts of strawberries apiece in return for one quart 
at a later date when he will be able to eat them By this act which seems 
to reveal a negative tune preference he dearly increases the value to 
himself of the gift he received 

Surpluses of this kind are not uncommon How much pressure do they 
exert to reduce the average premium on present over future goods or the 
rate of interest? Probably very little in an economy with a well organized 
system for extensive exchange If the recipient of the 100 quarts of straw 
berries can easily sell them (for money) and then use the money (which 
will not spoil after a few days) to buy strawberries as he wants them his 
present surplus will not cause him to reveal a negative rate of time prefer 
ence Opportunities to exchange at low cost which are enlarged by such 
institutions as money and commodity speculators keep the rate of interest 
from falling 


The Productivity of Capital 

The second main factor making for positive interest rates m a society- 
though perhaps it is only another aspect of the factor already discussed-is 
the potential productivity of goods Suppose that Robinson Crusoe a familiar 
figure in economists arguments can only keep himself alive from day to 
day by digging for clams Five clams a day will barely enable him to keep 
body and soul together And five clams a day is the most he can obtain by 
digging with his hands during every working hour If he had a shovel 
however he could increase his daily output to ten dams But a week s 
work is required to manufacture a suitable shovel Since Robinson would 
starve if he took a week off from digging in order to make the shovel he 
cannot attain this higher income level 

It is clear m such a case that Robinson would be eager to obtain 35 extra 
clams and willing to give in return more than 35 dams in the future for 
the opportunity to increase his productivity by first making a shovel The 
shovel is capital for Robinson And it is the shovel s value as capital— that 
is its present productivity in the creation of future goods— that causes 
Robinson to want it and makes him willing to pay a premium to obtain it 
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The Risk Factor in Interest Rates 

The rates charged by banks to corporate borrowers, by department 
stores to customers with revolving charge accounts, or by individuals 
lending to savings and loan institutions all reflect the society's rates of 
time preference and the potential productivities of goods But they also 
include risk premiums of various sizes plus differences m the cost of nego 
tiating loans It will cost you more per dollar to borrow from a commercial 
bank than it will cost a large and successful corporation 1 This does not 
really mean that you are paying a higher rate of interest, however You are 
paying for the costs incurred by the bank in investigating your credit 
standing and doing the bookkeeping entailed by your loan, as well as a 
kind of insurance premium that the bank collects from each borrower m 
anticipation of losses through costs of collection and defaults If the bank 
could not charge this premium, it would not find it advantageous to make 
loans to customers in higher risk categories So when legislators impose 
ceilings on the "annual interest" that may legally be charged by lenders, 
they do not reduce interest rates so much as they exclude certain categories 
of borrowers from contracting for loans Since the borrowers would not 
contract for the loans unless they deemed them advantageous, it is difficult 
to discover in what way maximum interest-rate laws benefit borrowers 

This is an important pomt, and not only because it corrects certain 
popular but mistaken notions about interest-rate legislation The return 
that any lender will demand as a condition of lending depends on the risk 
he assigns to that particular loan Commercial lenders aren't unique m that 
respect Imagine two corporations, one of them General Motors and the 
other a shaky corporation teetering on the edge of bankruptcy Each wants 
to borrow money To do so, each issues $1000 bonds maturing in one year 
At what price will the bonds be purchased? 

Suppose the General Motors issue is all sold at $952 $952 now is worth 
$1000 at maturity (in one year) at a 5% rate of interest The $952 price 
would mean, in effect, that people are willing to lend to General Motors 
for a 5% annual return 

But the bonds of the shaky corporation would sell for far less even if 
they were purchased by the same people who purchased the General 
Motors bonds The probability of default is so much higher m the second 
case that lenders could only be persuaded to take the risk if they were 
offered the possibility of a very high return If the second issue sold for 
$714, lenders would be demanding a 40% annual return 

1 When the prime rate rose to 12*4 in 1974 it exceeded the maximum legal rate that may 
be charged m some states for consumer loans Some banksnonetheless madesmall consumer 
loans to their depositors below the rate they could get on less risky loans to corporations in 
order to retain the goodwill and continued patronage of established customers 
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If all works out well thev will receive $238 more than they would have 
earned on a General Motors bond But that outcome is highly uncertain 
there is also the possibility they will lose most or all of the principal The 
higher mterest rate on the latter bonds should therefore be interpreted 
as a risk premium rather than as pure interest Perhaps when legislators 
contemplate interest-rate ceilings they should ask themselves whether 
they have ever purchased bonds at a heavy discount 

Consequences of Uncertainty 

When we begin to think about the different rates of return that lenders 
will demand on risky and relatively riskless loans, we quickly get into 
the interesting problems raised by uncertainty Suppose that Joe Jones 
puts $100 into a savings account on January 1 The bank promises 5% 
mterest and Joe is confident that the bank will neither fail nor renege on 
its commitment On December 31 he withdraws $105 He earned $5 in 
mterest, a payment for the use of his savings 


STAIT USURY LAWS 

An irticlc in the Texas Ltm Re uw (hovembet 7°73) used w 
interesting argument in cilbng for a reduction mTexis s statutory 
limits on interest rates for ■mnJl loans The article claimed that 
high ntes encouraged lenders to extend credit to higher nsh cus 
tomers thit their defaults raised the lenders cost of doing busi 
ness ind that more responsible borrowers of larger sums then 
had to pa\ higher interest rates to cover these losses The irticle 
also argued that hign merest rate ceilings bv mahng credit avail 
able to irresponsible people tempted' them to overcommit 
themselves and suffer the p->m$ of debt difficulty 

But can lenders succeed m charging more to low risk customers 
to cover the costs of their loans to high risk borrowers? Won t the 
low risk customers simply turn to other lenders 7 And if lenders 
do in fact sustain losses on high risk loans wh> cfo they make 
them? 

The article (written by students it should be mentioned) is ilso 
interesting in the transpirency of its paternalism Apparently state 
legislators should decide which persons in society are too im 
mature to obtain credit At least the ruthors do recogmze-as is 
not always true with advocates of legal interest rate ceihngs-thaf 
limitations on interest rates prevent higher risk borrowers from 
obtaining loans 
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Now suppose that he lends the same $100 to a business firm that prom- 
ises to pay him 55 per y ear for each year he lea\ es his funds with the firm 
and gives him a bond as evidence of its obligation The firm uses his sav 
mgs we may assume to purchase capital This doesn t seem to differ m 
any significant way from the preceding case foe has once again received 
5% per year for the use of his savings And everyone will in fact call the 
$5 interest because it is a contractual obligation of a fixed amount 

Let s vary the situation once again This time Joe lends the firm $100 
and receives in return a share of common stock Now foe Is not entitled to 
receive any fixed amount Ownership of the stock entitles him merely to 
a share of the firm s earnings The firm may do poorly and pay him only 
$2 in dividends over the year or it may do very well and pay him $15 in 
dividends That won t be called interest by most people because it was not 
a fixed contractual obligation But a good case can be made fromafunc 
tional standpoint for applying the interest label to $5 of the dividends 
For if 5% is the going rate at which the firm can borrow and 5% is the rate 
of return that lenders like foe can fairly confidently expect from lending 
their funds at little risk then 5% is the opportunity cost of lending funds 
to firms for capital acquisitions It is what the lender sacrifices by letting 
any borrower have his saungs It is what he will therefore demand as a 
condition of making the loan 

Unless he wants to make more than 5% and is willing to accept greater 
nsk m the effort to do so' But if the firm subsequently pays only $2 foe 
sustains a loss He loses the extra $3 he could have obtained pretty much as 
a matter of course by purchasing a bond or putting his money m the bank 
If the firm pays $15 Joe makes a profit The profit is $10 not $15 the amount 
over and above what is available with a very high degree of certainty To 
grasp the point we re making here you must ask yourself why people lend 
money at 5% when there are opportunities to lend at 15% The answer is 
that they can t be certain of the 15% It might well be less perhaps a good 
deal less The higher rate of return is reserved for people who are willing 
to take more risk But that implies of course that the higher return 
not general!)/ anticipated The generally anticipated return the rate of return 
that is rather confidently expected may be thought of as the interest por- 
tion of the return The remainder is profit 


PROFIT THE CONSEQUENCE OF UNCERTAINTY 

This is a different definition of profit from the one with which we began 
Profit is now being defined as the difference between the outcome that was genet 
alltf anticipated a decision tins made and itlia! finally fiapprnrd It is not the 
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san\c as interest, which is the social rate of preference for present over 
future goods and hence the opportunity cost of obtaining present goods 
By this definition, profit as distinct from interest is not a cost at all It is 
something that appears because the future is uncertain If there were no 
uncertainties in life, there would never be a divergence between anticipa- 
tion and realization, and there would be, by this definition, no profits at 
all— and no losses, since a loss is simply a profit with a minus sign, like the 
S3 Joe lost when the firm paid him only $2 in dividends 
Does all this sound strange to your ears? Unrelated to anything you've 
previously thought or read about profits? Unrelated even to economics? 
Stay with us A senes of examples interspersed with commentary will be 
used to clarify this definition and show its significance In the process of 
thinking through the examples, vou will discover that however one ulti 
mately chooses to employ the word pmjif it is useful to have sown concept 
for distinguishing between changes in wealth attributable to uncertainty 
and returns that are rather confidently anticipated 


Why Do Profits Appear? 

Jerry Flyer is a shrewd investor who regularlv earns 10 % a year on the 
money he invests in careful stock purchases He purchases 51000 worth 
of stock on January 1 On December 31 the value of that stock plus divi- 
dends accumulated during the year is $11 00 Jerry makes a zero profit The 
5100 he earned should be called interest because it is the opportunity cost 
to Jerry of letting someone else have $2000 u orth of his power to purchase 
present goods 

Now Jerry takes a flyer He puts 51000 into Trustworthy Uranium 
Incorporated, and one year later (he stock has a market value of 51250 
Jerry made a proiTf of $I5tf ffe migftf have lost, of course, and he feels very 
fortunate If the stock had gone to only $1040 Jerry would have lost $60 
Notice that he expects to be able to earn 10% pretty much as a matter of 
course Therefore, he would not knowingly invest for a mere 5% return 
and if he were to receive only 5% he would properly call it a loss It wouid 
be 5% per year that he did not receive because he chose to gamble on a 
highly uncertain stock, one that might have gone much higher (and he 
hoped it would) but actually ended up at only $1040 
Suppose jerry Flyer buys a Florida lot for $2000 when he receives an 
advertisement that says that Florida real estate increases in value by 30% 
per year At the end of the year, the market value of his lot is stiU $2000 
Jerry' lost $200, the amount by which bis wealth could have been expected 
to increase had he followed his usual stock-purchase program W e should 
now begin to have doubts about Jeny s shrewdness a*; an investor 
If Florida real estate really can be expected to increase in value by 30% 
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per year many people will be eager to buy Florida lots, as long as the alter 
native rate of return is, let's say, 10% per year Their eagerness to purchase 
will bid up the price of the lots until the lots are no longer better buys than 
other available assets If there happen to be many investors like Jerry, who 
uncritically accept the claims of the advertisement, their eagerness to 
benefit from the promised appreciationm real estate prices could even bid 
the present price of lots so high that price decreases rather than increases 
will occur subsequently The key point is this The price of any marketable 
asset reflects the present value of generally expected future earnings No one can 
make a profit by putting his money into an asset or an operation that is 
generally expected to return more than the going rate of interest For that 
would be a good deal And the demand for a "good deal ' bids up the 
cost of getting in on it until it s no longer a better deal than other assets or 
opportunities 

Every investor knows this The time to buy Xerox or Polaroid was before 
the word got around Those who bought stock in these companies after 
it became widely known that they were going to earn large net revenues 
from the new products they had developed received no profit The best 
they could hope for was an interest return on their investment The market 
price of Xerox and Polaroid stock was bid up by people eager to share in 
those companies future earnings until the earnings relative to what had 
to be paid to share in them were no more attractive than earnings gener- 
ally available in the market 

How to Get Rich 

'The way to accumulate a fortune is to invest m profitable companies " 
This is a very misleading statement General Motors is rightly regarded 
as a highly profitable corporation, because it has consistently earned large 
returns for many years on its original investment in plant machinery, and 
other assets But the market value of General Motors stock long ago in- 
creased to take full account of its expected high future earnings Conse 
quently General Motors stock is not necessarily a better buy than the 
stock of many companies with dismal earning records 

The way to accumulate a fortune is to invest in companies that are going 
to make large earnings that no one else currently knows about And there's the 
rub You must know more than others, or be able to read the uncertain 
future more accurately, if you hope to make large profits Or else you rely 
solely on luck But you have an equal probability of being unlucky and 
sustaining a large loss The significant thing about pure luck is that it's pure 

Let's take an altogether different kind of example to drive home the 
essential point that one important source of wealth or income is the suc- 
cessful anticipation of events that are not generally expected Giuseppe 



THE INTERESTS Or CORPORATION 
OWNERS AND MANAGERS 

The interests of the hired managers of a large corporation are 
not identical with the interests of the owners The owners pri- 
marily want maximum profits; but the managers may prefer to 
operate the firm to obtain for themselves high salaries, personal 
prestige and power, or a quiet and secure life. When ownership 
is scattered among many small investors, the owners may not be 
able to bring their voting power effectively to bear on manage- 
ment, so that management is left substantially free to pursue its 
own rather than the owners' interests One student of the large 
corporation, the late A A Berle, Jr., coined the phrase "automatic 
self-perpetuating oligarchies" to characterize the managers of 
such corporations But Berle may have been guilty of serious 
exaggeration 

The market price of a corporation's stock reflects current and 
potential investors' estimates of the future profits of the corpo- 
ration. Investors will be less eager to own the stock of a corpora- 
tion if they believe it is not being managed in the owners' best 
interests, and the stock will consequently have a lower market 
price. The gap between the actual price of the stock and what the 
price would be if the corporation were thought to be well man- 
aged then becomes an incentive fir other corporations or wealthy 
investors to attempt a take-over. Their aim is to dump the offend- 
ing managers, operate the company more profitably, and gain 
from the consequent appreciation in the stock's price 

Managers by and large know that a high market pnee for the 
stock of their corporations is the best protection for their own 
positions. And this constrains them to pay attention to corporate 
profitability and the owners' interests 


Vibrato attends a conservatory of music for three years, studying for a 
career in opera At about the time of Vibrato's graduation, the public 
abandons all interest in opera. So Vibrato sustains a loss. We mustn t 
exaggerate the loss, for Vibrato may receive a generous return on his 
educational investment in the form of many years of listening to himself 
sing Verdi and Wagner Education can prepare a person to enjoy life as 
well as provide him with a marketable skill. But to the extent that Vibrato 
paid tuition and sacrificed earnings for three years in order to earn an 
income in opera, the unexpected change in public tastes inflicted a loss 
upon him. 
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The very important point to be noted here is that profits and losses can 
and will appear almost anywhere for anyone at all and not just for those 
who invest in common stocks or real estate Aerospace engineers suffer 
losses when the federal government cuts back on the space program and 
cancels the S5T (supersonic transport) College professors receive profits 
when the federal government decides to spend huge sums on higher edu- 
cation Authors make a profit when they hit on a product that captivates 


SHOULD EMPLOYEES SHARE IN PROFITS? 

The employees of a business enterprise have no legitimate 
da m to share with the owners in the profits because they do not 
bear any of the risk Statements like that are often made when 
| unions point to large profits as a justification for wage increases 
* But is it correct to say that employees beat none of the risks of a 
business enterprise? 

1 If a firm fails its employees lose the benefits of accumulated 
semonty and of skills they have acqu red specific to that job 
There are other costs-job search mov ng one s residence-that 
fall upon employees when the firm for which they are working 
lays them off 

j Many players in the World Football league continued to per 
form in 1974 long after the team owners had stopped paying the r 
salaries They were invest ng the value of their services in the 
hope of a large future return (f the league managed to establish 
itself financially In the case of some teams at least the principal 
investors by the end of the 1974 season may not have been the 
owners so much as the players who had risked alleast the amount 
of their alternative eamingsman effort to make the WFL succeed 
Employees do take nsh into account m dec ding whether to go 
to work for a firm And if a firm s prospects are thought to be 
highly uncertain employees will insist upon a higher wage as a 
condit on of accepting employment If the firm succeeds they Will 
then be receiving a wage for the r labor services plus a profit for 
( correctlyanticipatuigthefuture If the firm fails they may receive 
less than the value of their labor services or a wage rninus a loss 
i for anticipating the future incorrectly 
1 Few employees would be willing to work without pay for as 
f long as some WFL players did m 1974 But that is because the 
WR players continued to hope for a return considerably above 
what they might have earned by quitting the team and taking their 
next best job opportunity 
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the public Highly trained astrologers took a loss when people abandoned 
the belief that the stars shape individual destmy-just as come of their 
intellectual descendants have recently made profits from an unexpected 
return to older persuasions 


What Function Does Profit Perform? 

The core of the argument is that profit is something quite different func- 
tionally from other kinds of income The payment that induces someone 
to supply labor services is a wage The payment that induces someone to 
supply the services of his money, or better, the sen ices of what this money 
an obtain, is interest These are necessary payments, m a sense A manu- 
facturer cannot obtain the sen ices of people or ph)sicaj property unless 
he is able to bid them away from alternative employments by paying their 
opportunity cost But there is a kind of income that seems both unnecessary 
and mmtabU the income that accrues to people because decisions are 
always made m the present butonlv justified m the future, and the future 
is uncertain "Unnecessary and inevitable" is a strange combination But 
think about it 

When businessmen and others talk about the "necessity for profits, as 
they often do, they are almost certainly not using the word profit in the 
wav that we are now defining it A business firm will not be able to operate 
unless it can obtain funds with which to lure services In that sense, such 
funds are necessary It can obtain funds only by generating revenue from 
sales or by borrowing It will be unable to borrow unless potential lenders 
believe that future sales will generate sufficient revenue to allow payment 
of interest on the loans It will be easy for the firm to obtain funds if people 
are anticipating very large future net revenues from its operation, but 
difficult for it to do so if people generally are pessimistic about the firm's 
prospects This is all that businessmen mean, or ought to mean when they 
speak of the necessity for profits the need for enough revenue and pros- 
pective revenue to enable the firm to pay the opportunity cost of the ser- 
vices required for continued operation This much is "needed" in the 
sense that the business firm will not be able to operate indefinitely with- 
out it 

We must keep in mind at the same time that the potential of profit is an 
important stimulus to action If profits could somehow always be confis- 
cated, we would certainly observe Jess innovation in society and fewer 
resources devoted to exploration and experiment But there is a very big 
difference between a potential profit an d a profit in the pocket The potential 
of a profit prompts people to search for more efficient ways of combining 
resources, new products for which there might be a social demand, and 
organizational innovations that promise to increase efficiency If they sue- 
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ceed they benefit society and receive a profit But they may fail and m 
that case they will sustain a loss 

So no business must make a profit At the same time profits and losses 
are inevitable As long as there is uncertainty about the future there will 
be divergencies between anticipated outcomes and what actually does 
occur This is just as true of a socialist economy as of a capitalist one 


'ROYALTIES FOR ARTISTS 

A number of leading American artists have recently begun to 
argue that they are entitled to share in the profits when their 
pamtings are resold at higher prices Some are pressing Congress 
for legislation that would rrj«ire the payment of royaltes tothe 
irtist whenever the owner of a painting gained from an appreci 
ation m its value Others have vowed not to sell future work with 
out a clause in the sales contract guaranteeing the punter a per 
centage of any profits made when the work subsequently changes 
hands But would such arrangements prove financially beneficial 
to artists? 

Contracts of this sort whether voluntary or enforced by law 
would tend to reduce original selling prices An uncertain profit 
that must be shared will after all have a lower present value than 

one that does not have to be shared Moreover artists do gam 
under current arrangements from increases in the market price 
of previous work If collectors bid the price of a Robert Rauschen 
berg painting sold originally by the artist for $960 up to $85 000 
{as happened reccntlv) Rauschenberg gets no share of the $34 040 
profit but does benefit from the effect of this sale on the price of 
his Current work Artists generally concede this but argue none 
theless that collectors receive an undeservedly large share of the 
gams On the other hand the prospect of occasional \cry large 
gams by attracting more art investors into the market increases 
the demand and hence the selling prices for paintings by known 
and unknown artists 

Artis's should consider an additional factor before pushing too 
hard for this reform Royalties would be collected not when paint 
ings appreciate In value but when they ate soli at higher prices 
The royalty system might therefore discourage sa les perhaps until 
the artist is dead or the royalty arrangement has expired And 
every artist knows hownews of a high auction price foraprevious 
work can st mulatc the demand for current work 
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Because the centra! planners in a socialist state are not omniscient they 
will sometimes anticipate the future incorrectly Their mistakes will create 
profits for some and losses for others The citizens in a socialist state will 
also receive profits and incur losses as their actions lead to outcomes dif 
ferent from those that were generally anticipated (Think of the profits 
that accrued to those who consistenth supported Shi in m the 1930s and 
the losses sustained by those who misread the future ) What socialism can 
do is distribute the profits and losses differently from the way the) would 
be distributed under capitalism 

An important task for the student of alternative economic systems is 
the assessment of the various consequences of different ways of distrib 
uting profits and losses Profits and losses can be attached closely to the 
individuals who make decisions or to specific other parties not uuolved 
in the decisions or divided among many different people Moreover indi 
viduals can be allowed to bu\ and sell risk freely or they can be prevented 
from doing so The efficiency of an economic system the fairness of its 
operation and the degree of freedom it allows the citizens will ail be im 
portantly affected by the way a society chooses to distribute profits and 
losses But no social system can eliminate profits and losses until it feams 
how to eliminate uncertain^ 

Combining the Two Definitions 

We have now examined two different definitions of profit 
Definition 1 Total revenue minus total cost 

Definition 2 The difference between the outcome that was generally 
anticipated when a decision was made and what finally 
happened 

And here is the question Will a firm s total revenue e\ er exceed its total 
cost in a world with no uncertainty? In other words can there be a differ 
ence between total revenue and total cost that is not due to the difference 
between generally anticipated and actual outcomes? If the answer is no 
the definitions are synonymous the second definition merely explains the 
source of the difference between total revenue and total cost But is no a 
defensible answer? 

It s more defensible than you might at first suppose Total cost is oppor 
tumty cost and so it includes not only a firm s pay ments to others for com 
modifies and services used but also the implicit value of any goods— hbor 
land capital— that the firm owns Interest payments are part of the firm s 
costs including that portion of its dividends which is about equal to the 
interest return its shareholders could have received by lending their 
money elsewhere When we include all these opportunity costs in our 
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The Source of Artesian's Profits 

Recall that Artesian was earning about $1000 per year over and above 
his total costs when he first got his mineral water spring into operation 
This was clearly a profit by our general definition total revenue minus 
total cost But what was its cause or source? 

Uncertainty 

In the first instance the source of Artesian's profit was uncertainty If 
if had been generally known at the time Artesian purchased the property 
that there was a valuable mineral spring on the premises a spring that 
could net its owner more than $1000 per year, then Artesian would have 
had to pay more than he actually did for the land An asset that can be 
confidently expected to yield its owner $1000 per year has the same value 
as $20,000 in a savings account earning 5% interest So if the property had 
a value, let us say, of $10 000 apart from the spring, its value might be as 
much as $30,000 with the spring taken into account Artesian obtained the 
land lor $10,000 rather than $30,000 only because no one knew about the 
existence of the spring The difference between the outcome that was 
generally anticipated when Artesian bought the lot and what finally hap- 
pened, our first explanation of profit, was $1000 of extra income per year 
to the owner of fhe lot If Artesian had incurred some costs m finding out 
about the spring, that would have to be subtracted from his profit 

Suppose Artesian decided to sell his land and move to Alaska He 
would find people willing to bid the price up well above his own purchase 
price of $10000 because they would want to obtain ownership of that 
$1000 per year stream of income Of course they aren t likely to bid the 
price as high as $30,000 because $1000 of net income from a mineral water 
spring will be regarded as a less certain prospect than $1000 in bank inter 
est on a $20,000 savings account Only if that $1000 could be expected 
with the same certainty as the bank interest would the sale price approach 
$30,000 Suppose Artesian is able to sell his land for $22,500 If the spring 
then earns its new owner $1000 in every subsequent year, the new owner 
also makes a profit But his profit is only $475 Do you see why 7 

We're assuming $10,000 of the purchase price to be the value of the 
land for living on, raising radishes, or whatever This was the value gener 
ally anticipated when Artesian made his purchase and we're just assuming 
it remains unchanged (It wouldn't have to The value of the land for resi 
dential purposes could go down because the owner's privacy is destroyed 
by all the customers of the spring ) So we just ignore $10,000 of the pur 
chase price and all the benefits of ownership not related to the mineral 
water spring We re left with $12,500 paid to obtain the income from the 
spring But now $625 of that income has to be considered a cost of doing 
business $625 is the annual interest on $12,500, the amount the new 
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owner is giving up by putting his $12 500 into ownership of the land So 
if the spring continues to yield him $1000 a year, his profit-total revenue 
minus total cost-is only $475 On the other hand, if competition appears, 
as it did in chapter 11, so that his net revenue falls to $400, the new owner 
sustains annual losses For $400 is only 3 2®o of $12,500, and that s 1 8% 
less than the interest cost of owning the spring 

Restrictions on the Ability of Others to Compete 

But will competition necessarily appear? We can see both kinds of 
restriction at work in the mineral water case There may be in the area 
only one spring whose water has all the invigorating qualities so valued 
by Artesian's customers Other sources may be so far away that the water 
can only be transported into Artesian's market area at a prohibitive cost 
Insuch a situation Artesian could continue indefinitely to earn his $1048 30 
annual profit, even though there is no longer any uncertainty about rev- 
enues and costs, because he is the owner of a naturally rare resource 
Others would like to cut themselves in on Artesian's profit, but they can- 
not do so without access to mineral water, and Artesian has control of the 
only available supply 

There are many types of unique productive resources One important 
type that we might tend to overlook is human skills Very often firms will 
continue to earn profits year after year, despite the best efforts of their 
competitors, because the firms are managed with exceptional skill Other 
kinds of rare resources that may restrict the ability of others to compete 
away a firm's profits include location reputation, and experience 

But the restrictions imposed on competition by the natural scarcity of 
resources are seldom enough Id satisfy firms that find themselves making 
profits For one thing, there are just too many alternative ways of doing 
things Even if there is no other mineral water within an economical dis- 
tance competitors could sell tomato juice fortified with vitamins and mm 
erals and claim that it's more healthful than Artesian's water and tastes 
much better besides Moreover, unless the profit-earning firm owns the 
scarce resources that give it a permanent advantage, potential competitors 
can try to hire those resources away They can bid for the choice location 
when the current tenant's lease expires, and even if they don't manage to 
bid it away, they may force the firm to pay a higher rent to maintain control 
of the advantageous location That would erode the firm's profit by raising 
its costs If the natural scarcity that is responsible for the persistent profits 
happens to be managerial skills, potential competitors can try to hire away 
those managers Again, even if they don t succeed, they may raise the 
firm's costs by forcing it to pay higher salaries to key employees So it isn't 
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lard to understand why profit making firms turn regularly to the govern 
nent for help in imposing restrictions on competition 
Patents granted to inventors are one important tvpe of political restric- 
lon The purpose of a patent is precisely this to help the patent owner 
>arn profits over an extended period of time by prohibiting others from 
naking use of the process that is the source of those profits This can be 
ustified on the grounds that new and more efficient processes would not 
ie developed as often if the developers could not count on earning profits 
Tom their innovative efforts The patent privilege is thus a temporary 
jrant of privilege from the government designed to raise the wealth of 
uccessful innovators with the long run aim of raising the wealth of society 
Other forms of government restrictions on competition are usually 
larder to defend We discussed this question in chapter 11 and won t 
ehearse what we said there All that we re looking for in this chapter is 
in understanding of the sources and functions of profit And we're ready 
low to put it all together 


Putting It AH Together 

Profit is total revenue minus total cost That's an acceptable definition 
rom the economist's point of view if cost is calculated as opportunity cost 
•ome of what is commonly called business profits ' ought to be regarded 
rom a functional point of view, as implicit payments to factors of produc- 
lon A substantial portion of corporate profits and most of the net income 
f unincorporated enterprises, including professional income, is actually a 
layment for the use of capital, land, or labor and ought therefore to be 
lesjgnated as interest, rent or wages 

What, then, is the source of pure profits? There are two sources, we have 
rgued One is uncertainty Because the future cannot be accurately pre 
licted, actual outcomes will often differ from what is generally anticipated 
t the time decisions are made and hostages are given to fortune But un- 
ertainty creates losses as well as profits and this is a very important point 
d remember in assessing the size and social importance of profits 
The other source of profits is restrictions on competition These may 
ie due to natural scarcities or to social and political restrictions of many 
mds 

That's the big picture view If the road toward it was unusually long and 
artuous, it s largely because the concept of profit is used in so many differ- 
nt ways and often without much thought But the perspective one acquires 
iy thinking carefully about the functions of profit makes the trip worth 
he effort At least we hope it does 
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DISCOUNTING PRESENT VALUES 
AND ECONOMIC DECISIONS 



Several times in the preceding pages we used discounting procedures 
and the Concept of present value to make our argument The context 
should have made the meaning clear at the time Let s go back now for 
another look at an important economic and financial concept 

Artesian was receiving a profit of $1048.30 per year from the mineral 
water spring discovered on his property When he decided to move to 
Alaska we assumed that he found a buyer willing to pay $12,500 for the 
spring (plus an additional $10 000 for the other uses of the land which 
we 11 ignore ) How did we arrive at a figure of $12,500? We first assumed 
that the buyer (let s call him Mr Mill) was purchasing the ownership of 
an annual income stream of about $1000 Then we asked what such an 
income stream would be worth to him We noted that he could obtain 
51000 per year with negligible risk by putting $20 000 into a bank savings 
account that was paying 5% per year So he clearly wouldn t be willing to 
pay more than $20 000 for the income from the spring In fact he wouldn t 
want to go that high because he views the income from the spring as much 
less certain than the income from a savings account If Mill is to put his 
money into the mineral water operation he will have to be attracted by 
the possibility of a return greater than the 5% he can obtain from the bank 
on a practically riskless investment Mill won t have to be guaranteed more 
than 5% guarantees are obviously out of the question on fisky ventures 
But the possibility of a better rate of return must be there How much better 
will depend on Mill s perception of the risk We assumed in setting the 
sale price at $12 500 that Mill was satisfied on the basis of his assessment 
of the nsk with the prospect of an 8% return For $1000 per year is an 8% 
return on an investment of $12,500 

Suppose Mill had seen the mineral water operation as a highly risky 
venture which he wouldn t be willing to enter unless he had some chance 
of a 25% return Then he would only have offered $4000 for the property 
$1000 (the annual income) divided by 25% (the rate of return he wants) 
If he wanted a 15% return he would have offered $6667 for the property 
$1000 divided by 15% 

What we re doing here is the most elementary kind of d scounhn$ Dis 
counting is the process of obtaining present values from expected future values It s 
an important concept in the financial world as well as in the intellectual 
tool box of economists and its worth mastering (It's also fun to play with) 

It becomes obvious as soon as you think about it that prospective pur 
chasers of any asset will have their eye on expected future earnings the 
future income or increases in wealth that can be anticipated from owner 
ship of the asset Their demand for the asset will reflect their estimate of 
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all such future earnings That s why for example the stock of a corpora 
tion that isn t currently earning any revenue above its costs may still sell 
for a high price Purchasers are anticipating future earnings for the cor 
poration and they re trying to buy themselves a share in those earnings 


What Tomorrow Is Worth Today 

But income in the future is not worth as much as income now That s 
what the interest rite asserts If the pure interest rate which means the 
nomiml rate minus iny premium for nsk is 3% then any person with 
$100 now can have ST03 one year from now All he must do is surrender 
for a year 5100 of his power to purchase goods Whether he thinks that s 
a fine bargain will depend upon his personal rate of time preference 1 
Those who discount the future at less than 3°o per \ ear will wint to sur 
render present for future purchasing power at that rate of interest Those 
who discount the future at more thin 3% will want to acquire present 
command over goods at that rate m exchange for the surrender of future 
command o\er goods 

But if the pre\ ultng rate of interest is 3 r w then future income should 
always be discounted at a rate no less than that E\en if you ha\e a zero 
rate of time preference so thit you value future goods equally with pres 
ent goods present goods will have a higher value for you because they 
grow over time into more goods At 3% $100 now becomes S103 after 
one year 

It follows then that $103 to be receded one year from now is only 
worth $100 in present value The calculation m this case is so simple that 
it seems silly to w rite it out but discounting calculations are not alway s so 
obvious and the simple case pro\ ide« the basis for understanding more 
complex cases 

$100 times 1 03 which is one plus the rate of discount equals $103 the 



1 Any discu. sion of interest ntes vnd the rclati e values of present and future goods will 
be misleading unless all parties lo the discuss on are mak ngs milar assumptions about the 
future behavior of the general price level In a period of long cont nurd nflation discussion 
gets confused by the imp! cit adoption of d fferent expectations about future prices If you 
chuckled demndy al the suggestion in he ti vt above tbit 3 c a per year was a fine bargain 
that may be because you have never experienced a stable price level and you re assuming 
that inflation is going to cont nuc at 5 r per scar or so But a 5 r a annual ncrease in the pr ce 
level s the same tb ng as a 5% annual decre sc in the value of monev That means that $103 
one year from nov/ nreurn for $100 now would be a r«l interest rate of minus 2% And that 
would i el be a fnc bargain Wc ire always assuming no change in the value of money or 
genenl price stability n th s chapter and it s import vnl for you to know that and keep it in 
mind This is another nstancc of the problems created for economic an lys s by the expen 
ence of inflaton, V\c discussed the problem carter in chapter 3 page 44 under An 
Important Note on Rrlaf w Pr ces You may vant to riv e v those paragraphs 
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value one year from now of $100 m present value The value of a present 
$100 after two years will be $100 times 1 03 multiplied again by 1 03 or 
$100 times 1 03"’ This is simply the familiar rule for calculating compound 
interest 

It follows then that $100 eight years from now will be $100 times 1 03 s 
or $126 68 Conversely $126 68 to be received at the end of eight years has 
a present value of $100 $126 68 divided by 1 03 8 equals $100 

W th those basic rules in mind let s go back to the case of Artesian and 
Mill What would Mill have been willing to pay for Artesian s spring if the 
annual $1048 30 income was expected to continue for only ten years 7 (After 
ten years the spring is to become the property or the 'town) bet s assume 
again that the prevailing interest rate is 5% and that Mill wants an extra 3% 
on this asset because of the risk he assigns to the purchase So he s going 
to discount this future income at 8% in order to obtain its present value 

Now $1048 30 per year forever (financial people like to say m perpe 
tuity 1 ) has a present value of $13 103 75 when discounted at 8% We 
merely divide the annual income by the rate of discount But $1048 30 per 
year for only ten years is both less than $13 103 75 and more difficult to 
compute To calculate the present value of a ten year annuity of $1048 30 
at an 8% rate of discount (an annuity is simply a sum received annually) 
we must determine the present value of $1048 30 one year from now two 
years from now on up to ten years from now and then add these values 
That s going to be a chore even with a calculator But there are tables 
available that one can use to simplify the calculations and we ve provided 
a few for you to practice with 

Look at the column under 8% in table 12A U shows the present value 
at an 8% rate of discount of a $100 annuity running for various numbers 
of years The first number in the column is 100 1 08 the second number 

is 100 1 08 plus 100 - 1 08 the third is the previous total plus 

100 - 1 08 3 Jumping down to the row for a ten year annuity we read off 
the value of $671 It tells us that $100 per year for ten years has a present 
value of $671 when discounted at 8% The same annuity has a greater 
present value at lower rates of discount a smaller present value at higher 
rates (Check that statement by looking at the other columns ) 

It s a simple matter now to obtam the pre sent value of a $1048 30 annuity 
We multiply $071 by 10 483 to obtain $7034 So Mill should be willing to 
pay about $7034 for Artesian s spring if the town is going to take it over 
after ten years 


The Apartment Business 

Ttj 'yt/iTi WiA cA "dTitAVivt piciVitm 'fou 'nave a chance to purdnase an 
apartment building that was recently constructed You estimate that the 
building has twenty years of useful life ahead of it after which you expect 



Table 12A ANNUITY TABLE 

Number of Presenl Vaiue of 5 100 Annuity Received at the End of Eich Year 

Years Annuity for DeSl 8 nated Number of Years at Vanous Interest Rates 

h Received 3% 5 % 6% 8% 12% 20% 

1 

9709 

9524 

9434 

92 59 

89 286 

83333 


19135 

18594 

183 34 

17833 

169 005 

152778 


28286 

27232 

26730 

257 71 

240 183 

210 648 

4 

37171 

35460 

34651 

331 21 

303 735 

258 873 

5 

45797 

43295 

42124 

39927 

360 478 


6 

54172 

50757 

49173 

46229 

411 141 

332551 

7 

623 03 

57864 

55824 

520 64 

456 376 

360 459 

8 

70197 

64632 

62098 

574 66 

496 764 

383 716 

9 

778 61 

710 78 

68017 

62469 

532 825 

403 097 

10 

853 02 

77217 

73601 

67101 

565 022 

419 247 

11 

925 26 

83064 

788 69 

713 90 

593770 

432 706 

12 

995 40 

886 33 

83838 

753 61 

619 437 

443 922 

13 

1063 50 

939 36 

88S 27 

79038 

642 355 

453 268 

14 

1129 61 

98986 

92950 

82442 

662817 

461 057 

IS 

1193 79 

103797 

97122 

855 95 

681086 

467547 

16 

1256 11 

108378 

1010 59 

885 14 

697 399 

472 956 

17 

1316 61 

112741 

104773 

91216 

711 963 

477463 

18 

1375 35 

116896 

108276 

937 19 

724 967 

481 219 

19 

143238 

1208 53 

111581 

960 36 

736 578 

484 350 

20 

148775 

1246 22 

114699 

961 81 

74o944 

486 956 

21 

1541 50 

1282 12 

117641 

100168 

756 200 

489 132 

22 

159369 

131630 

120416 

102007 

764 465 

490943 

23 

164436 

1348 86 

1230 34 

103711 

771 843 

492453 

24 

169355 

137986 

125504 

205288 

778432 

403 710 

25 

1741 31 

1409 39 

127834 

106748 

784 314 

494 759 

26 

178768 

143752 

130032 

108100 

789 566 

495 632 

27 

1832 70 

146430 

132105 

1093 52 

794 255 

496 360 

28 

187641 

148981 

134062 

1105 11 

798 442 

496967 

29 

191885 

1514 11 

135907 

1115 84 

802 181 

497 472 

30 

1960 04 

1537 25 

1376 48 

1125 78 

805 518 

497 894 

31 

2000 04 

155928 

139291 

1134 98 

808 499 

498 245 

32 

2038 88 

1580 27 

1408 40 

114350 

811 159 

498 537 

33 

2076 58 

160025 

1423 02 

115139 

813535 

498 781 

34 

2113 18 

1619 29 

143681 

115669 

815656 

498 984 

35 

2146 72 

163742 

144982 

116546 

817550 


36 

2183 23 

165469 

1462 10 

117172 

819 241 


37 

2216 72 

1671 13 

1473 68 

1177 52 

820 751 


38 

2249 25 

1686 79 

1484 60 

118289 

822 099 


39 

2280 82 

170170 

1494 91 

116786 

823303 


40 

231148 

1715 91 

1504 63 

119246 

824 378 


41 

2341 24 

1729 44 

1513 80 

119672 

825 337 

499717 

42 

237014 

1742 32 

152245 

120067 

626 194 

499764 

43 

2398 19 

175459 

1530 62 

1204 32 

826 959 

499 803 

44 

2425 43 

1766 28 

153832 

120771 

827 642 

499 836 

45 

2451 87 

177741 

154558 

121084 

828252 

499 863 

46 

247754 

178801 

155244 

1213 74 

828796 

400836 

47 

2502 47 

1798 10 

155890 

1216 43 

82° 282 

49990a 

48 

2526 67 

180772 

156500 

121891 

829 716 

499 921 

49 

2550 17 

181687 

157076 

122122 

830 104 

499 934 

50 

2572 98 

1825 59 

157619 

122335 

830450 

499 945 
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to tear it down and sell the land You hope to get 525,000 for the land at 
that time Those are expectations, of course, and they may be wrong You 
estimate also that you can obtain rents from your tenants that will exceed 
your annual costs of maintenance and operation by $15,000 per year. Those 
are also expectations, and they're even more uncertain Calculate the 
amount you would be willing to pay for the apartment building 
You'll have to choose a rate of discount, a rate that will depend upon 
both the prevailing interest rate and your assessment of the probability 
that your estimates may tum out to be overly optimistic. The more cau- 
tious you are about assuming risk, the higher will be your rate of discount. 
People differ in their willingness to assume risk risk averters use high 
discount rates and hence offer relatively low bids for assets, which means 
that they often lose them to people who are less averse to risk Of course, 
the risk preferred, while more often the successful bidders, will also end 
up losing their shirts more often than the risk averters 
let's try a 12% rate of discount Table 12A shows that the present value 
of a twenty-year annuity of $100 is $747 when the annuity is discounted 
at 12% Multiply that by 150 and you get $112,050 as the present value of 
your expected rental income But you still have to add on what you expect 
to get from selling the land It's $25,000, but $25,000 twenty years from 
now is worth much less than that currently Table 12B enables you to 
determine quickly the value of $25,000 divided by 1 12 20 Since $100 
twenty years from now has a present value of $10 40, $25,000 twenty 
years from now has a present value 250 times that or $2600 $2600 plus 
$112,050 is $114,650 And that's what you should be willing to pay for the 
apartment building 1 


Making Economic Decisions 

We can put some fa milia r principles to work now. Notice that our calcu- 
lations at no time took into account the cost of constructing the apartment 
building or the original price paid for the land Those are sunk costs and 
hence they are irrelevant The cost of buying land and constructing an 
apartment building is only relevant if it's an opportunity cost. You would 
want to mvestigate, before submitting your bid, to see whether you could 
put up a building with the same earning prospects for less than $114,650 
If you think you can, then you will choose to build rather than buy But 
that would be a future construction cost, not an historical cost Perhaps 
the original builder paid $140,000 to put up the building If he did, he 
won't be happy about selling for $114,650 And he will not sell if he reads 

1 The appendix includes an article from Fortune on the perils of decision making in the 
office construction industry It exemplifies many of the Concepts explained in this chapter 
and earlier ones 



Table 12B PRESENT VALUES OF FUTURE AMOUNTS 

Number of 

Years in 

the Future 3% 

’resent Value of $100 Received the Designated Number 
of Years in the Future at Various Interest Rates 

^ 6% 8% 12% 20% 

I 

97 0874 

9j23SJ 

94 3396 

925926 

8° 2857 

63 3333 

2 

94 2596 

°07029 

889996 

85 7339 

797194 

60 4444 

3 

91 5142 

863838 

839619 

79 3832 

711780 

57 8704 

4 

888487 

82 2702 

792094 

73 ->030 

635518 

482253 

5 

86 2609 

783526 

747258 

680583 

567427 


6 

83 7484 

74 6215 

704961 

630170 

30 6631 

33 4898 

7 

81 3092 

71 0681 

6 6 3057 

583490 

4^2349 

2 7°082 

0 

780409 

67 6830 

627412 

54 0269 

40 3883 

23 2568 

9 

76 6417 

644609 

591898 

300249 

36 0610 

19 3807 

10 

74 4094 

613»13 

55 8395 

463193 

32 1973 

161506 

II 

72 2421 

581679 

526788 

42 8883 

28 7476 

13 4588 

12 

701380 

55 6837 

40 6969 

39 7114 

25 6675 

11 2157 

13 

680951 

530321 

46 8839 

367698 

22 9174 

93464 

14 

661118 

505068 

44 2301 

34 0461 

20 4620 

7 7887 

15 

64 1862 

48 1017 

41 7265 

315242 

18 2696 

6 4905 

16 

62 3167 

4o8U2 

39 3646 

20 1800 

163122 

5 4088 

17 

60 5016 

43 6207 

37 1364 

27 0269 

14 5644 

45073 

id 

58 7395 

415521 

350344 

250249 

130040 

37561 

i c 

570286 

395734 

33 0a 13 

231712 

11 6107 

31301 

20 

55 3676 

37 6839 

31 1805 

21 4548 

1 03667 

2 6034 

21 

537549 

35 8942 

294155 

19 8656 

92560 

21737 

22 

52 1893 

34 1850 

277505 

18 3941 

8 2643 

18114 

23 

50 6692 

325a71 

261797 

170315 

73788 

1 5095 

24 

49 1934 

310068 

24 6979 

157699 

6 5882 

12579 

25 

47 7606 

2«5303 

23 299° 

14 6018 

5 8823 

1 0483 

26 

46369J 

281241 

21 9810 

135202 

52521 

0 8735 

27 

450189 

26 7848 

20 7368 

125187 

4 6894 

0 7280 

28 

437077 

25 5094 

10 5630 

11 5»14 

41869 

06066 

29 

424346 

24 2946 

164537 

107326 

3 7383 

05055 

30 

411987 

23 1377 

174110 

99377 

3 3378 

0 4213 

31 

39 9987 

220359 

16 4255 

9 2016 

29802 

03511 

32 

38 8337 

209866 

15 1957 

85200 

26609 

0 2926 

33 

37 7026 

19 9873 

116186 

7888° 

2 3758 

0 2438 

34 

36 6045 

19 0355 

13 7912 

73045 

21212 

0 2032 

35 

355383 

18 1290 

130105 

6 7635 

18940 

016=33 

36 

345032 

17.2657 

12.2741 

6 2625 

16910 

0 3411 

37 

33 4983 

164436 

11 5793 

5 7986 

15098 

01176 

38 

32 5226 

15 6605 

10 9239 

5 3690 

13481 

0 0980 

39 

31 5754 

14 9148 

10 3056 

4 9713 

12036 

0 0816 

40 

30 6557 

14 2046 

97222 

46031 

10747 

00680 

41 

297628 

13 5282 

91719 

4 2621 

09595 

00567 

42 

28 8959 

12 8840 

86527 

39464 

08567 

0 0472 

43 

280543 

12 2704 

81630 

36541 

0 7649 

00394 

44 

27 2372 

11 6861 

7 7009 

33834 

06830 

0 0328 

45 

264439 

11 1297 

72650 

31328 

06098 

00273 

46 

25 6737 

10 5997 

6 8538 

29007 

0 5445 

00228 

47 

24 9259 

200949 

64658 

26859 

0 4861 

00190 

48 

24 1°99 

96142 

6 0998 

24869 

04340 

00L>8 

49 

23 4950 

91564 

5 7546 

23027 

03875 

00132 

50 

228107 

8 7204 

5 4288 

21321 

0 3460 

00110 
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the future more optimistically than you But it is his reading of the (uncer- 
tain) future that determines what he will demand for the building, just as 
it is your reading of the future that determines what you're willing to pay 

Notice that the builder has lost about $26,000 whether or not hi chooses to 
sell (We re assuming now that he reads the future as you do ) He cannot 
avoid the loss by hanging on to the building If he hangs on, he will Simply 
receive $15,000 a year for twenty years and a lump sum of $25,000 at the 
end of that time And the present value of those receipts is $114,650 He 
sustains a loss because he made a decision based upon a faulty prediction 
of the future the decision to construct a building whose costs were greater 
in relation to subsequent revenues than he had anticipated 

Matters nr rgftC have turned out differently If net rente} revenues were 
now expected to be $20,000 rather than $15,000 per year, the present value 
of the building would be $152 000 and the builder would have made a 
profit of $12,000 And the profit, like the loss exists whether or not he 
elects to sell 

financial commentators sometimes call such profits paper profits as if an 
increase tn the value of an asset were not real until the asset had been sold 
This is very misleading To sell an asset is always to exchange one asset for 
another a building for money, for example But is money less papensh 
than a building or land or shares of stock or any other asset? The answer, 
of course, is that it is not Those who want to distinguish between paper 
profits and real profits seem to be assuming that the profit may disappear 
if the asset whose value increased is not quickly exchanged for money 
But it is no more probable, in the estimation of most people, that the asset 
whose value increased will fall again in price than that it Will rise still 
higher If one probability is generally deemed greater than the other, the 
pnsenf value of the asset wifi change to take account of this expectation If 
the builder decides to sell at $152,000 and "take" his profit, he is only 
exchanging a more risky asset for a less risky one Note what "more risky' 
means It means that the future returns are more likely to be different from 
what is anticipated, not that they are likely to be less However, in an econ- 
omy subject to large and unpredictable changes in the price level, money 
could well be a more risky asset than real estate 


THE POLITICS AND ETHICS OF PROFIT 

The bewildering variety of meanings assigned to the word profit is m 
part a reflection of the complex interrelationships that the concept must 
surumame But it is also m part a result of the fact that the concept of 
ptofojjpvsf* politico) and etteca) passmns as dt> tew ethers terms in eee 
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RESIDENTIAL MORTGAGE RATES 

There are legal Emits on the rate of interest that savings and 
loan institutions and mutual savings banks can pay their deposi 
tors In 1974 they were never allowed to pay more than 6 /,% on 
short term deposits at a time when the federal government was 
Willing to pay up to 10% interest to purchasers of government 
secunt es S nee these institutions are the major source of funds 
for residential mortgages the supply of mortgage money quite 
understandably dried up in 1974 The total of deposits with 
these institutions even when adjusted for changes m the pur 
chasing power of money had grown steadily since World War IT 
and had more than doubled betweei 1960 and 1973 But m Sep 
tember 1974 that total was 6% Jf<s than it had been it the end of 
1973 This was of course a major factor in the decline of new 
housing starts m 1974 and the consequent depress on m the home 
building industry In 1974 new housing starts averaged less than 
70% of their 1973 level and less than 60% of the 1972 level 

But even if these nstitutions had not been subjected to legal 
ceilings on the amount they coula pay depositors they would 
have been trapped on the other end by effective ceilings on mort 
gage rates Statutory ceihngs were probably not as mportant as 
the simple unwillingness of home buyers to borro v at rates that 
would have made home mortgages fully competitive w th other 
investment opportunities That might hive required 12% or 13% 
mortgage rates in 1974 when interest rates had been pulled up by 
expectations of close to 10% per year inflation If prices do nse by 
10% per year then a 13% mortgage actually enta Is only 3% in 
annual interest charges because the loan will be repaid in dollars 
that decline 10% in value each year Even if home buyers fully 
understood this relationship between the nominal and real infer 
est rates however they would have been reluctant to lock them 
selves into long term loans when they weten t lerlmn of the future 
course of inflation One solution that has been proposed calls 
for variable interest rate mortgages with the rates periodically 
adjusted up or down as the general price level and hence the value 
of money changes 


nomics For one person profit is the engine of social progress and the 
foundation of all things true good and beaut ful For another person 
however it is unearned income and the consequence of exploitation If 
the authors were risk averters we might have omitted this section of 
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chapter 12 altogether anyone who attempts to discuss the social sigmfi 
cance of profit is almost certain to give offense We shall nonetheless rush 
m where angels fear to tread by looking at some of the additional deno 
tat ons and connotations of the word profit 

Earned and Unearned Income 

Somet mes the word is used to describe all income not earned by work 
mg in the current time period This occurs for example when the total of 
the national income is divided into the wages share and the profits share 

Profits then includes interest income and rental income as well as the 
more narrowly defined kind of profit we have been discussing up to this 
point For many people this division of income into wages and profits cor 
responds closely to the categories of earned and unearned income which 
correspond in turn to deserved and undeserved income Wages are earned 
by one s effort and hence are justified income But how does anyone earn 
the right to profits? 

In the nineteenth century that question bothered some economists One 
of them Nassau Senior (1790 1864) suggested that as wages were the 
reward for the pain of laboring, so property income was the reward for 
the pain of abstaining from current consumption Owners of capital earn 
income by leasing their property to society But they only have the prop 
erly ava lable for lease because they have previously accumulated it 
through acts of saving If a wage earner wants to earn interest or rent all 
he must do is tighten his belt reduce his consumption and accumulate 
property through saving a regular portion of hts income Then he can 
enjoy property income to supplement his labor income It is presumably 
Panful however to tighten one $ belt m this fashion which is why so few 
people do it Interest is the incentive and the reward for such abstinence 

This way of showing that profits are as fully earned and deserved as 
Wges is just not convincing Some few capitalists can no doubt be found 
today who have accumulated their wealth by scrimping and saving out 
of wage income and who can hence be thought of as living now on the 
returns f om previous sacrifices But most saving is done by people who 
already have large incomes and the concept of mterest as a justified reward 
for painful abstinence is simply absurd when applied to most acts of Saving 

Two Meanings of Justified 

But there s another way to justify nonlabor income The right to 
receive income from the ownership of property does in fact provide an 
incentive to accumulate property and to allocate it efficiently Even wind 
fall gains —the term some people apply to what we have described as 



increases in wealth attributable to forecasting correctly in an uncertain 
world— even such profits in the narrower sense can be justified For the 
possibility of obtaining them encourages people to seek useful information 
and to assume socially unavoidable risks The total wealth of society would 
be less than it is if interest rent, and "windfall" profit were abolished 
This is a different approach to the problem of justification, however 
The analogy of criminal informers may clanfy the distinction From a 
social point of view, the payment of regards to informers can be justified 
as a way of reducing crime From a moral point of view, however, we may 
be quite unwilling to grant that the informer deserves his reward even as 
we consent to its payment We don't mean to imply at all that people who 
receive profit income are like criminal informers Our point is rather that 
the meaning of justification vanes with the point of view adopted , that 
something may be justified from the perspective of social utility and at 
the same time be unjustified from the perspective of personal deserts, and 
that the confusion of these two types of justification makes it difficult for 
us to agree on what we're talking about when we discuss the justice of 
income distribution Some economists will insist at this point that justice 
is a matter of ethics and has nothing to do with economics anyway They 
therefore try to confine themselves to discussions of the social conse- 
quences or the functional results of alternative systems of income distri- 
bution But that tidy distinction breaks down in the last analysis For one 
of the social consequences or functional results of any particular system 
for distributing income is likely to be a set of social attitudes concerning 
the justice of that distribution And since those attitudes can and often do 
bring about changes in the system, the formation and nature of those atti- 
tudes cannot be excluded from any comprehensive study of economic 
systems 


Profits and Social Welfare 

Some critics of profits are willing to meet the economists on the nar- 
rower issue of functions and consequences and to argue that the possibility 
of profits reduces social wealth Their concept of profit is closely related to 
the second of the two sources of profit discussed earlier in this chapter 
restrictions on competition Their argument can be laid out with the aid 
of the analysis developed in chapters 10 and 11 and especially in figure 11 A 
The possibility of profits encourages producers to seek out ways to re- 
strict competition through mergers, through collusion, through the pur- 
chase of resources that might otherwise be used by competitors, through 
the cultivation of far-reaching networks of interlocked interests, through 
bribery, fraud, and coercion, and of course through the control of govern- 
ment with its innumerable ways of hobbling competition The consequence 
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of all these efforts is the elimination of substitutes and the creation of 
market power for producers 

The degree of a firm's market power can be expressed m the elasticity 
of the demand curves it faces The narrower and poorer the range of alter- 
natives available to purchasers, the less elastic will be their demand and 
the greater will be the incentive for firms to restrict output As firms res tnct 
output to avoid spoiling their market, they refrain from producing goods 
whose social value as measured by the demand for them is greater than 
the social cost of providing them as measured by marginal opportunity 
cost 

An economic system actuated by the search for profits thus becomes an 
economic system full of unused productive capacity It harbors an unreal- 
ized potential for the expansion of social wealth that remains unrealized 
so that a relatively few can protect and increase their private wealth Profit 
seeking does not lead in this analysis, to competition and greater produc- 
tion of desired goods, but to restrictions on competition and wasted 
capacity 

It is not as easy as we might wish to marshall evidence to support or 
refute this line of argument For it requires comparison of what Is with 
what might be Enormous difficulties confront anyone who tries to mea 
sure the existing degree of market power in various industries and in the 
economy generally Those difficulties are several times compounded when 
one asks what would happen if the economic system were thoroughly 
reorganized The experience of other countries with alternative systems 
can provide some hints but that experience an also be rejected as irrele- 
vant by anyone who maintains that the best system has not >et been 
created 

The crux of the controversy, in our judgment, is the problem of infor- 
mation The desire for profits does not merely provide an iretnUre to act m 
one way rather than another though it certainly does that, too More 
importantly it leads to the gathering, creation and dissemination of infor 
mation, information without which inefficiency would become rampant 
The profit seeker hunts diligently for the sattered and diverse bits of 
information that are relevant to his particular situation His offers to buy 
and to sell contribute to the generation of demand and supply curves that 
interact to place pnee tags or indices of relative scarcity on resources 
Those pnees become further information to guide the subsequent deci- 
sions of producers and consumers as they try to increase their wealth by 
exploiting their particular comparative advantages Minute changes in 
circu instances arc in this way continually picked up, made known, and 
acted upon appropriately The question is whether an economic system 
an be efficiently coordinated w the absence of a market system and 



whether an effective market system can exist in a society that severely 
restricts profit acquisition 

That argument pushes to the side the issue of justice especially the 
justice of the income distribution that results from private ownership of 
property and the pursuit of profits In the next chapter we shall probe 
further into the economically and politically important question of income 
distribution 


Once Over Lightly 

Profit is a term with many meanings that lead to many different forms 
of economic legislation The meanings mast be sorted out if we want to 
understand the waj m which economic systems function 
Profit can be usefullv defined as total revenue minus total cost if we 
include all opportunity costs in our calculation of total cost 
Insofar as interest represents an opportunity cost it must be distin 
guished from profit 

Interest is the difference in vilue between present and future goods It 
is usually attached to money simply because money represents general 
command over present or future goods 
The rate of interest m a society is typically positive because present 
goods are more valuable than future goods This reflects positive rates of 
time preference and the fact that goods now can often be employed to 
create more goods infer— capital is productive 
Because economic decisions are always made in anhctpalton of future costs 
and benefits they are often mistaken The difference between generally 
expected and actual outcomes due to uncertainty is one source of profit 
(and loss) 

The potentiality of a profit encourages nsk taking and innovation on 
the part of those who hope to appropriate the difference between generally 
anticipated and actual outcomes The way in which a society assigns profits 
and losses will affect people s behavior 
Jn the absence of uncertainty any differences between total revenue 
and total (opportunity) cost would be competed away and profits would 
become zero-except insofar as restrictions exist on the ability to compete 
successfully 

Opportunities to compete are restricted b) the limited availability of 
particular resources which may in turn be due to nature or to social and 
political contrivance Such competition restricting scarcities are an addi 
honal source or cause of profit 

Before we decide that any particular profits are inadequate or excessive 
it is important that we know what we mean by profit how it arose what 
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function it performed and the consequences of adding to or subtracting 
front it 

Meaningful comparisons over time among different values require that 
future values be discounted at whatever rate of interest most adequately 
reflects the opportunities available to the decision maker 

The term profit is sometimes used to mean unearned income A judg 
ment as to whether or not particular income has been earned by its recipi 
ent depends both upon conceptions of social justice and an analysis of the 
functions which the possibility of profit performs Windfall profits may 
be justified if the possibility of obtaining them encourages socially desir 
able behavior such as risk taking and the search for information But the 
possibility of realizing a profit may also encourage socially undesirable 
behavior 


QUESTIONS FOR DISCUSSION 

1 You ask your college for permission to set up a lemonade stand at the annual 
spnng commencement and the college grants permission. After paying your 
bills for materials (lemons sugar cups etc ) you clear 5250 for an after 
noon s work 

(a) Did you make a $250 profit? 

(h) Are you likely to be given the lemonade concession again next year? 
What difference does it make whether or not word gets around about how 
much you cleared? 

(0 If the college next year auctions off the franchise how much would 
you be willing to bid? Who will then get the profit from the lemonade stand? 

2 If a district court judge enters a $300 million judgment against a corporation 
for violation of the antitrust statutes do the owners of that corporation sus 
tarn a loss? What form will it take? If you believe that the judge Was m error 
and that his decision will eventually be reversed on appeal ho w could you 
profit from your knowledge? 

3 You buy shares of common stock in two corporations Over the next six 
months the pnee of one falls and the price of the other rises Which was a 
better buy? Which would be the better one to sell if you want cash? 

4 Evaluate the following argument Genera! Motors has taken advantage of 
its dominant position in the automobile industry and made huge profits year 
after year It would be perfectly just therefore to impose a special tax on 
General Motors as a way of recovering for society some of the exorbitant 
profits earned in. the past Who would pay that tax? 



5 In July 1971 President AUende of Chile signed a bill authorizing nahonali 
zation of the American owned copper mines in his country The law called 
for compensation to be paid to the Anaconda Kennecott and Cerro Com 
panies 

(a) Imagine that you are the representative of one of these companies 
charged with responsibility for negot ating the amount of compensation to 
be paid Whit data and arguments would you use? 

(i) What data and arguments would you use if you were the Chilean 
representative in the negotiations 7 

(c) Suppose that the nationalization law is repealed and competitive bid 
ding for the mines is allowed to occur How will the price of the mines be 
determined? What difference will it make in the pnce if prospective owners 
fear another nationalization law in the future? 

00 Could the owners of such property benefit from nationalization f they 
were paid compensation less than the sum of what they originally paid for 
the property plus the cost of subsequent improvements? Explain 

(e) Nationalization of foreign owned industry cannot benefit a country 
unless that country pays a confiscatory price Evaluate 

6 You purchase for $950 a $1000 government bond maturing one year from 
the date of purchase Will you make a profit if you hold the bond to matu 
nty? Will you make a profit if there is a sharp general increase in prevailing 
interest rates a week after your purchase? What effect will this have on the 
price you can obtain from selling your bond in the market 7 

7 Humbert and Ambler are very different personalities Humbert likes to eat 
drink and be merry and lot the future care for itself He suspects the world 
is liable to disintegrate in a few years anyway Ambler is only twenty one 
years old but is already plann ng consc entiously for his retirement years 
What would you predict about their respective rates of time preference 7 
How do people of Humbert s type benefit from the existence of people 
like Ambler and vice versa? 

8 What effect would you expect the rate of technological innovation in a 
society to have on the level of interest rates? Why 7 

9 The Corps of Engineers estimates that a canal between Tussle and Big Stone 
would save shippers $500 000 per year The canal would cost $20 million to 
construct and $200000 per year to maintain 

(a) Is it correct to say that the canal is a good investment in the long run 
because it will save society a net $300 000 per year and eventually that will 
come to more than the $20 million construction cost 7 

(li) About how low would the interest rate have to be to make the canal a 
profitable investment 7 (The canal would not be profitable if the interest 
payments ate up the saving to shippers minus maintenance costs ) 
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(c) The advantage of having the government build the canal is that gov 
eminent can do things that are in the public interest while private enterprise 
is constrained by narrow considerations of profitability Evaluate that 
argument 

10 A wealthy society has little difficulty paying interest But in a poor country 
with almost no capital economic planners cannot afford to take interest 
charges into account in their calculations What's wrong with that argu 
ment? 

11 When lenders extend credit to high risk borrowers they must raise the 
interest rates they charge low risk borrowers in order to cover their losses 
from defaults Do you agree? 

12 What arguments can you offer to support the establishment of legal ceilings 
on interest rates? 

13 Suppose that Congress imposes a 6% ceiling on the interest rate that may be 
charged for federally guaranteed mortgages Lending institutions mean 
while find themselves able to obtain all the mortgage business they want 
at 8% interest Will they lend at 6%? How might the interest ceiling be cir- 
cumvented? If you wanted to purchase a house and were eligible for a feder 
ally guaranteed mortgage would you want Congress to set an interest rate 
ceiling on such loans? 

14 Why would an agnculhiral economist conclude that the benefits of a govern 
ment price’ subsidy plus acreage restriction program accrue largely to the 
owners of the land at the time the program was started? 

15 In the spring of 1963 Fidel Castro announced a sugar production goal for 
1970 of 10 million tons As the target date approached and it began to 
appear that this much publicized target might not be attained the Cuban 
government transferred labor and other resources in large amounts from 
the production of alternative goods into the production of sugar The goal 
was still missed by a large margin How do you suppose the consequent loss 
was distributed? How would the profit have been distributed had this deci 
sion turned out better than anticipated? 

16 Why do corporate officers sometimes make illegal election contributions? 
Does this question have any connection with the topic of the chapter? 

17 When the government takes over privately owned land for a highway and 
pays compensation to the owners should that compensation be based on 
its value in its present use in the use to which the government will put it 
or on the value of adjoin ng land that will increase (or decrease) in value 
because of the highway? What is unfair about each option? 

18 Does ownership of gold or silver enable a person to protect himself against 
the hazards of uncertainty? 

19 It has been proposed that state and local governments abolish property 
taxes for homeowners and turn to sales taxes Or income taxes for revenue 
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What effects on home prices would you predict from such a step 7 Who 
would be most likely to benefit 7 

20 In June 1972 the National Coalition for Land Reform asked the Secretary of 
the Interior to reclaim land given to the Southern pacific Railroad in the 
nineteenth century The Coalition claims the railroad was. supposed to sell 
this land for family sized plots at $2 50 an acre or less or forfeit the land 
What do you think would happen if the federal government now required 
that all such land be sold within the next year in family sued plots and at 
prices not to exceed 52 50 an acre? Who would lose and who would gam 7 

21 You re now 20 years old and you want to start saving for your retirement 
at age 65 At that time you want to purchase a lifetime annuity of $20 000 
The actuarial tables say that fora 65 year old person a lifetime annuity costs 
the same as a 12 year annuity You want to lay aside the same amount at 
the end of each year for the next 45 years and have just enough (with com 
pounded interest) to purchase that annuity 

fa) Whal sum will you have to save annually if the rate of interest on 
both your savings and the annuity is 5% 7 

(b) What will the purchasing power of $20 000 be 45 years from now, 
expressed m current dollars, if inflation occurs at an average Tate of 3% 
per year? 

22 How would you want to distinguish earned from noneamed income 7 For 
what purposes would you want to make the distinction 7 

23 Are the profits of U S corporations currently earned more through coercion 
or through persuasion 7 (Definitions of terms Cotrc\ on inducing people to 
cooperate by reducing their options Ptrsuasm inducing people to cooper- 
ate by expanding their options ) If you don t know ho w to answer the ques 
tion, try thinking about the adequacy in this context of the proposed 
definitions for coercion and persuasion 




PRODUCTIVE RESOURCES AND 
THE DISTRIBUTION OF INCOME 


When incomes are rising, that's good, we're getting wealthier When 
prices are rising, that's bad, the purchasing power of our income is falling 
and so we're getting poorer It seems as if we should all cheer for higher 
incomes and lower prices 


DERIVED DEMAND AND MARGINAL PRODUCTIVITY 

The catch is that incomes and prices are opposite sides of the same coin 
The incomes of physicians are obviously a function of the prices people 
pay for medical care, the incomes of barbers depend on the pnce of hair- 
cuts In these cases the connection is obvious because it is relatively direct 
But where the connection is less obvious and direct, it is still important 
Tile incomes of construction workers come from the prices people pay for 
new homes, offices, and factories, as do the incomes of construction con- 
tractors and those who supply materials to the building trades The prices 
people pay for new automobiles become income for General Motors' 
assembly-hne employees, shareholders, and managers, plus all the em- 
ployees and shareholders of General Motors' many suppliers 
But don't ]ump to the conclusion that higher prices for a good necessarily 
mean larger incomes for its producers The law of demand asserts that less 
will be purchased at higher pnces Higher haircut prices, to take the sim- 
plest example, might mean less rather than more income for barbers. 
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depending on the elasticity of demand for professional haircuts That 
elasticity wdi in turn depend on how many substitutes there are for barber 
shops (home dippers longer hair a seedy look and so on) 

The concept around which this chapter moves is derived demand The 
central idea is that people obtain income by selling the services of the 
productive resources they own The demand for productive resources is 
derived of course from the demand for the goods these resources are 
capable of producing It 5 quite simple and fairly obvious But its also to 
judge from the lands of public policy recommendations one reads and 
hears not very widely understood 
Hon would you evaluate each of the following arguments? 

1 A sizable increase in the legal minimum wage would go a long 
wa) toward reducing poverty 

2 The ominous threat of automation is hanging over our society 
We are not far from the time when a majority of the labor force 
will be unable to find work at all because machines are so much 
more productive than people 

3 VN ithout unions to help him compete against large and powerful 
corporations the American working man would never have been 
able to achieve his present economic status 


Minimum Wage Legislation 

Let s look at each argument in turn We are often told that opposition 
to legal minimum wages is evidence of insensitivity toward poverty But 
it s not that Simple A wage is a price the price of a productive resource 
It s also the basis of a human being s income of course we re not denying 
that at all But from the standpoint of those who hire workers and pay 
their wages the wage is a price or cost The law of demand reminds us 
that price and quantity purchased tend to move jn opposite directions 
Won t they do so also m the case of a legally imposed wage increase? 

Here is the widely unrecognized consequence of raising wages by law 
If the legal minimum is no higher than what employers are already paying 
it has no effect It w ill have an impact only if some covered employers are 
paj mg less than the legal minimum But when these employers must raise 
the wage they pay will they continue to hire as many employees? 

Employers hire resources on the basis of some estimate of the probable 
contribution that resource will make What will the employment of this 
resource add to the value of the firm s operation? The phrase economists 
use is marginal productivity which means the additional value created by 
the use of the additional productive resources If the employer wants to 
increase his wealth he will only hire resources whose value to his oper- 
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ahon is expected to exceed the additional cost he will incur by hiring that 
resource It's the simple rule of chapter 10 once agam Take those actions 
and only those actions whose expected marginal revenue is greater than 
their expected marginal cost An increase in the legal minimum wage 
raises the marginal cost of some employees to some employers We can 
predict that some employers will consequently choose to hire fewer 
workers They will lay off or not replace workers whose estimated mar- 
ginal productivity is below their now higher employment cost 
Unskilled workers can consequently be hurt by a high legal minimum 
wage Teenagers are also hurt by such laws, because employers often 
place a Jow estimate on the value of their contribution Some workers will 
be paid the higher wage and retained, they re better off But those who are 
deprived of work opportunities by the legal minimum are clearly made 
worse off So it is not at all obvious that increasing the legal minimum wage 
reduces poverty 


The Tear of Automation 

What are we to make of the second argument above, that machines are 
destroying jobs? The first question to ask is, What does it mean to say that 
"machines are more productive than people 7 Employers aren t interested 
in mere physical or technical capabilities they're interested m the relation 
between marginal revenues and marginal costs A machine is more effi- 
cient than a person, and hence will be substituted for a person, only if the 
value of the machine s marginal product relative to its marginal cost is greater than 
the same ratio for a person That implies, among other things that wage 
rates play an important part m shaping the speed and direction of techno- 
logical change in the economy 

It would be a serious mistake to suppose for example, that automatic 
elevators largely replaced eleiator operators in the United States over the 
last two decades merely because of improvements in technology Time 
energy and money were spent to develop automatic elevators and owners 
of buildings installed them because of benefit cost estimates they made 
not because automatic elevators are new and shiny In some other society 
where the wage rates (opportunity costs) of elevator operators are quite 
low, elevators run by trained operators may still be more efficient than 
automatic elevators 

The fear that our society or any society may run out of jobs is an odd 
kind of fear A job, after all represents an obstacle to be overcome A 
society that had run out of jobs for people to do would have come very 
close to overcoming scarcity, and that would be something to cheer, not 
to fear We are not in any such fortunate situation As technological inno- 
vations increase the productive potential of our economy, labor resources 



MARGINAL PRODUCTIVITY AND 
THE DEMAND FOR A RESOURCE 

A simple numerical example may help you visualize the rela- 
tionship between the marginal productivity of a resource and the 
derived demand for it We can use the illustration employed in 
discussion question 16 of chapter 7 
A fanner obtains the following yields of com from the appli- 
cation of fertilizer Assume that all other inputs and costs remain 
the same when he changes the amount of fertilizer used Note that 
the marginal values are m beheetn the totals to indicate that they 
are the effect of (fungins from one level of fertiliser use to another. 
To calculate the final column we have assumed a price of $3 per 
bushel for com 

Marginal Marginal 
Units of Bushels Com Dollar 

Fertilizer of Com Product Product 


The marginal revenue to this farmer is $480 from applying one 
unit of fertilizer, $240 when he applies a second unit, and so on 
The marginal revenue product states the value to the farmer of 
using various quantities of fertilizer It is therefore his derived 
demand for fertilizer, derived both from the physical productivity 
of fertilizer and the demand for his com (a perfectly elastic de- 
mand at $3 per bushel) 

.If .wejAsume.thAMyza.o jy&AarhsauJ ivpvXtf .thezawi? 
expresses his demand for fertilizer You can read off the quantities 
he would demand at any price (marginal cost) for fertilizer. 
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are released from some employments and made available for others The 
automatic or self service elevator made it possible for people who were 
formerly employed in transporting passengers up and down to do some- 
thing else, to make some other and additional contribution to our total 
output of goods and services 

The reallocation of labor in response to changed circumstances, even 
though it increases the total value of society's output does lead to a loss 
of wealth for some people A rising demand for labor attracted some 
elevator operators into more remunerative employments and pulled up 
the wages of the rest Automatic elevators were in part a response to this 
situation But as they were introduced, some elevator operators found 
themselves pushed rather than pulled deprived of their present jobs and 
compelled to accept less desirable alternatives, rather than attracted away 
from their present positions by better opportunities Such people suffered, 
at least temporarily, a loss in wealth They were forced to incur the cost 
of searching for new employment, and they were not guaranteed that the 
new job would be better than the old Resistance to technological change 
and the fear of automation or cybernation is therefore quite understand- 
able Even college professors have been known to speak harshly about 
the introduction of such technological innovations as videotaped lectures 
and teaching machines 

Keep jn mind, however, that prices and wages are important variables 
in such processes of adjustment and reallocation If prices and wages 
are inflexible or change only very slowly, a larger part of the adjustment 
burden ndl be shifted onto something else 

To illustrate Suppose that a technological breakthrough occurs m auto 
mobile production A manufacturer named Henry Ford finds that he can 
produce as many automobiles as before, using half as many workers, by 
employing a moving assembly line Suppose further that at existing 
resource prices, the assembly-line technique cuts the cost of producing 
these automobiles by 25% There Will be fewer employment opportunities 
in automobile assembly as a result-at least at first But if the price of the 
final product is then reduced, as a consequence of the reduction in cost, 
and if the demand for automobiles proves sufficiently elastic, there may 
eventually be more rather than fewer jobs available for automobile assem- 
bly workers That is exactly what did happen In addition a reduction in 
the wages that must be paid to such workers would diminish the manufac- 
turer's incentive to substitute machinery for direct labor, this, too, could 
alleviate the disemployment effect of the new technology That has hap 
pened much more rarely 

A decline in the demand for anything results in a lesser decline m the 
quantity demanded if its price falls Hus should be kept in mind when 
ever you are trying to assess the consequences of any change in technology, 
organization, or the composition of demand As a matter of demonstrable 
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l JOB PROSPECTS FOR ASTRONOMERS 

j A 1975 report by the National Academy of Sciences predicted 
I that 600 new Fh D s in astronomy would enter the job market 

during the remainder of this decade to compete for only 200 
| openings The report recommended that universities reduce 
t their production by screening candidates more rigorously and 
r publicizing the poor job prospects 

f Attacking the problem on the demand side the report also 
urged state legislatures to give high school science credits for 
j astronomy study If astronomv became a popular high school 
, course the demand for college level astronomy courses and hence 
J the services of professional astronomers would increase 
. If every col'ege currently without an astronomer on its faculty 
‘ decided to substitute an astronomer for one scientist in some 

» other field far more than 200 openings would appear over the 

next five >ears The price of astronomers relative to other scien 
t hsts might be an important factor in such decisions The point is 
that astronomers like most other specialized resources, have a 
j wide range of uses into which they can be substituted if relative 
pnces change 


fact many pnces and especially wages are ' sticky, "most notoriously when 
they are subjected to downward pressure Such stickiness or inflexibility 
may have advantages, but it also has obvious disadvantages In the early 
1970s, the demand for many kinds of engineering skills fell to unexpect* 
edly low levels The more that the wages of engineers decline in response 
to such a change the larger will be the number of job opportunities still 
available for engineers Wage structures that are relatively rigid in a down- 
ward direction will leave employed engineers largely unaffected by the 
changed circumstances, but more engineers than otherwise will be un- 
employed 


Unions and Wage Rates 

What has been the impact of unions on the income of the American 
working man? The third of the arguments given above asserts that unions 
help workers to compete more effectively against large corporations, and 
that they have thereby improved the working man's economic position A 
comprehensive evaluation of unions and their impact is beyond the scope 
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of this book (Unions will be discussed a* nn m chapter 16 when we take 
up the problems of unemploy ment and inflation ) But it is hard to see what 
insight into the r effects can be acquired by someone who starts off with 
the assumption that wi/hcrs compete against employers Workers com 
pete against other worlcrs employers aga nst other employers This is 
the competition that affects wage rites 
An cmploxer cannot simply pay his workers the lowest wage rate his 
callous heart suggests because 'he workers have alternative opportunities 
opportunities largely created by the compel ng offers of other employers 
Similarh no worker can succc^fulK ms st on the wage he thinks he 
deserves if other workers are will ng to suppK aery similar services at 
baser wage rite Workers compete \gwnst other workers and unions are 
in part attempt*: to control th competition 
The implication of th s is that union improae the position of the mcm 
hers thev repre ent by finding ways to restrict competition from those 
who arc not members of the union The\ may do this dircclh as by sccur 
mg contracts with employer that make union membership a prior condi 
hon of employment and then ! m Imp membership Or they mav do it 
indiriclla /u<t as a lej al mn imum avijc excludes some people from 
cmploamcnt opportunit cs so a I ty h wipe secired by union contrict 
(perhaps under (he threat of a *tnl e or total withdrawal of labor services) 
excludes thosi who would be w llinj to work for less 
The belief that unions arose n the Ui ited Sl’tcs to counter the po ver 
of Iirpc corporations is unsupported bv history Unions first became 
powerful tn this country m ndustnes cl anctcriacd by email scale firms 
construction pnntmp textiles mmnp Thera lroads arc an exception that 
supports the rule it was special legislation that enabled unions to become 
powerful in the railroad mdustn The unions that todaa bargain w th the 
aw strd, xwtowjlata \wA eketsse'. 1 . svu*t 

originally missionary projects of the union* that ban lined mostly with 
small cmploacrs 

A good way to guarantee confusion in thin! mg about all this is to begin 
witn the assertion ti at labor is not a commodity A commodity is some 
thing bought and sold of course and people hive supposedly not been 
boughtand sold in this country since the abolition of slavery If any doubt 
remained about the status of labor Congress allegedly cleared it away in 
1914 with the rinpmp declaration of the Clayton Act The labor of a 
human being is not a commodity oi art cle of commerce 
The best that can be said about such declarations is that they have no 
discernible relevance to any important social question Labor services arc 
offered for '■ale they irt demanded There are prices for labor services 
and these prices affect the allocation of labor and other resources The prm 
ciples that we employed i arher m talking about the pr cing and purchase 
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of consumer goods apply also to the pricing and purchase of productive 
resources We saw in chapter 4 how changing prices worked to eliminate 
shortages and surpluses Prices play the same kind of role in determining 
whether there will be shortages or surpluses of productive resources 


THE DISTRIBUTION OF INCOME AMONG PERSONS 

There is nothing in the principles of supply and demand to guarantee 
that income will be justly distributed Competition among suppliers and 
demanders will tend to establish prices for productive resources without 
regard to the health family responsibilities or other personal character- 
istics of the people who own those resources and derive income from their 
sale While the market is a relatively impersonal process the distribution 
of income for which the market is partly responsible is rarely regarded 
with dispassionate detachment 

The prices established by supply and demand are only partly responsible 
for the distnbution of income however A more important determinant 
of income distribution is the initial distribution of wealth What produc- 
tive resources do people o>vn ? What can they use to secure income for 
themselves? 

Most personal income in the United States derives from the sale of labor 
services Table 13A shows the percentage of total personal income in the 
years 1950 I960 and 1 970 from four sources 

Well over 70% of personal income according to these data was earned 
by working It was more than 70% even in 1950 because an undetermined 


Table I3A SOURCES OF PER50NAL INCOME 

Percentages of Total Personal Income 


Income Category 1050 1060 1970 


Wages sj lanes 
and other labor income 

661% 

70 5% 

7i os 

Rental dividend 
and interest income 

120 

131 

14 4 

Proprietors income 

165 

115 

83 

Transfer payments less 
social security taxes 

54 

46 

63 


Source Bureau of Econom i Analysis Components may nol sum to lOO®# 
because of rounding 
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but substantial amount of proprietors mcome is actually income from 
the performance of labor services This category adds together the net 
incomes of farmers professional people and unincorporated enterprises 
We could safely regard half of that as labor income Property mcome 
then ranged m these years somewhere between 12% and about 20 % 
depending on what portion of proprietors income we attribute to the 
ownership of property 

If you re like most people you II be surprised to discover how large a 
percentage of total income in the United States derives from working or 
the rental of labor resources But while these data are revealing they are 
also misleading for they lump together under labor mcome the salaries 
of high priced entertainers corporation executives retail clerks and 
migrant farm workers But it is the vast differences in the sue of the labor 
incomes people receive that account ultimately for most of the observable 
inequality in the distribution of personal income 

Table 13B looks at the question of income distribution from a different 
angle The first two columns show the percentages of American families 
and unrelated individuals with annual incomes below a certain level m 
the years 1950 1960 and 1970 The level chosen is $3000 for families (two 
or more related individuals residing together) and 51500 for unrelated 
individuals (which would include people sharing a house or apartment as 
long as they are not related by blood marriage or adoption) The dollars 
are adjusted in value to express 1972 purchasing power Thats a very 
important adjustment since a dollar in 1970 was worth less than 60% of 
its 1950 value 


Table I3B DISTRIBUTION OF INCOME TO 
FAMILIES AND INDIVIDUALS 



Percent of 

Percent of 

Median 

Median 


Families Less 

Individuals 

Family 

Individual 


than $3000 

Less than $1500 

Income 

Income 

1950 

208% 

43 3% 

$5757 

$1877 

1960 

142 

351 

7941 

2422 

1970 

79 

207 

10617 

3383 


(1972 Dollars Source Department of Commerce Bureau of ihe Census) 

What do the first two columns mean 7 Do they show that poverty has 
been decreasing in the United States 7 Of course $3000 in income for a 
family is hardly princely It s the annual income that would be earned by 
someone working a 40 hour week for 50 weeks it an hourly wage of $1 50 
But the poult is that while 21% of all families had ncomes below $3000 m 
1950 by 1970 only 8% of American families were below that level (Keep 
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in maid that the figures have already been adjusted to eliminate the effects 
of inflation on the purchasing power of dollars ) So the problem of poverty 
does at least seem to have become less severe over this period 
But that raises $ question Why, if poverty was diminishing, did concern 
with poverty increase during this period? An important part of the answer 
comes from looking at the data in table 13B on median incomes (In case 
you've forgotten, the median is the point in a series so chosen that half the 
instances are above it and half below ) In 1950, a $3000 income was 52% 
of the median In I960, however, an income with the same purchasing 
power was only 35% of the median, and by 1970 it had become only 25% 
of the median This is significant because poverty is generally regarded as 
a relative not an absolute status A family with a $3000 income was poo i 
in the United States in 1970 because that family had only a little more 
than one quarter of the average American's family income 


Relative and Absolute Poverty 

We often talk about poverty as if it were an absolute condition, some- 
thing that could be recognized apart from prevailing social standards 
For people dying of starvation, that's no doubt the case But no family 



RACIAL AND SEXUAL DISCRIMINATION 

* A substantial amount of the inequality among those who earn 
» their income from working is related to race and sex The highest 
paying positions in the American economy are occupied by white 
[ males to an extent that far exceeds then representation m the total 

| labor force This means, of course, that the legal requirement of 
[ "equal pay for equal work " which is relatively easy to enforce, 
| will have a limited impact on racial and sexual income differences 
The average weekly earnings of employed white males consis- 
} tently exceed by a substantial margin the earnings of nonwhites 
| and females. From 1970 to 1973, the weekly earnings of nonwhite 
male wage and salary workers who were fully employed averaged 
f only 74% of the white male's earnings It was 61% for white 
i females, 54% for nonwhite females 

I Even that understates the degree of income inequality because 
j the unemployment rate for nonwhite males runs close to twice 
t the white male rate The white female rate is usually about one 
1 and one half times the white male rate, and the unemployment 
j rate among non white females is typically between two and three 
times that for white males 
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with an income of S3000 had to starve in the United States in 1970 Far 
less income than that could buy an adequately nutritious diet for a family 
of four It could not however purchase ail the commodities and services 
that Americans had come to consider minimal necessities by 2^70 To 
be unable to attain what is considered a minimal standard in one's societv 
is to be poor Families with $3000 incomes were considered deputed in 
1970, whereas families with the same income might not have been con- 
sidered deprived in 1950 and sure!) would not be so considered in most 
other countries of the world or in the United States prior to the 1940s We 
therefore cannot according to many people apply an absolute standard 
in assessing the extent of poverty in the United States today We must 
look instead at the patten of income distribution Table 13C shows one 
common way of portraying the pattern of that distribution 


Table 13C DISTRIBUTION OF INCOME BY QUINTILES 


Percent of Aggregate Income Received by Each fifth of 
Families and Unrelated Individuals 


Families 

1950 

1960 

]°70 

Lowest Fifth 

45% 

4 9% 

5 5% 

Second Fifth 

120 

120 

120 

Third Fifth 

174 

176 

174 

Fourth Fifth 

2 3o 

236 

23a 

Highest Fifth 

426 

420 

416 


Unrelated Individuals 


Lowest Fifth 

23% 

26% 

3 3% 

Second Fifth 

70 

71 

79 

Third Fifth 

138 

13 6 

13 8 

Fourth Fifth 

265 

2j7 

24 a 

Highest Fifth 

504 

509 

505 


5ource Department of Commerce Bureau of the Census 


The remarkable thing about that distributional pattern is its stability 
over a twenty-year period during which all sorts of economic changes 
occurred and median family income, adjusted for change in the price level 
increased by 85% Real incomes rose substantially, so that poorer people 
were able to consume more But with the well off getting richer at about 
the same rate as the less well off the relative position of the lowest income 
group did not improve significantly 
We must be careful m using and interpreting data on relative incomes 
One danger lies in assuming that a ttention to relative rather than absolute 




levels of income amounts to an endorsement of envy "As long as the poor 
are better off who cares if the rich are also better off? Only the envious' ' 
That isn t true Envy no doubt does play a part in shaping people s atti- 
tudes toward the distribution of income, but it i5 also a fact, quite apart 
from the problem of envy, that people learn from their society what to 
expect both of themselves and for themselves People in our society are 
taught to perceive themselves as failures if they cannot provide for them 
selves and their families a minimum standard of health care, education, 
and comfort, a standard that is socially established and that rises as 
average income levels rise 1 


A Meaningful Poverty Measure 

There is of course no way to provide everyone with more than the 
average (or to keep the lowest fifth from containing 20% of all income 
receivers) But it may be possible to set a meaningful though relative 
standard for poverty incomes The poverty line might be set at 50% of 
the median income, a standard argued for by the economist Victor Fuchs 
(and others) and therefore sometimes called the Fuchs-point By this 
standard, the poverty line would be a moving average for families, 52879 
in 1950, $3971 in 1960, and $5309 in 1970-using 1972 dollars and the 
data of table 13B 

Agreement on the relevance of such a standard does not entail agree 
ment on how or even whether a society should guarantee that minimum 
level of income to all its members Any system for altermg the distribution 
of income will have side effects as it changes the pattern of information 
and incentives that income earners confront Suppose, for example, that 
every family were guaranteed by law a minimum income of $6000, with 
the difference between that level and earnings to be made up by a grant 
out of tax revenues It would then be impossible to persuade more than 
a handful of people to work for less than $3.50 an hour The consequence 
would be a massive economic disruption and a decline in total income that 
would almost certainly make it impossible to pay such grants 

I They are taught this in television commercials for life insurance ' public Interest" 
advertising over the years a med at polenta] high school dropouts textbooks used in ele 
mentary schools 



Pwrfwhu Rfs<wrcf< and tk Dr<lr bilm oj Income 


327 


OFFICIAL CRITERIA TOR POVERTY 

Here ii w simple of the offi.nl fgurcs used bv the federal 
government to determine \ bother a f imily is below the poverts 
line and Hiyble to participate in cerh n spec al programs Thex 
wore the IpxJ in effect beg mim, in Mav 70 'S 


povipty income levels 



for Urban I unit es 

F )r Farm Famihc c 

One memler 

$2*n 

<>2200 

Two member 

M10 

2900 

Three mcml ers 

42 0 

3600 

Four members 

aO 0 

4300 

Fnc members 

oS70 

5000 

men lire 

£6°0 

5700 


During th nmi wetT mwl irh the dahaboxe were published 
the Pcpirtmuit of Liborrefe iscd its I97-* estim ites of (he income 
required form Am rcmfimiljcffourtcm intai certain budget 
stuidards [o muntnn i nodenti si wd rd of living ifamilj 
of four hid to cun SI4 300 mnualK The fanul} could 1 ve it the 
limited luxury lev l w lha S20 S00 mm M income 5°200 anno 
iH> was required to meet the mm num <hndards for \ hit the 
Department of Labor calls in usicre budget (Those m-nihonal 
iverapis Tin Juml ers un mm ocr bh for different cities) 
Note thu tlte pourl) line form urbin fainiK of four is s5 e of 
the Department s a. { ere income h such i hmih 


The Negative Income Tax 

A more feasible scheme might be a negative income tax People now 
pay faxes tvJicn their earned incomes go over a certain level and larger 
faxes the larger their earnings Bui the system doesn t provide negative hx 
rates for people whose incomes hll short of the minimum A negative 
income tax differs in one significant way from the system just described 
A flat $6000 family income guarantee as described above amounts to a 
100% tax on all earned income below that level For every additional dollar 
that a family earned one dollar of its grant would be taken away-up to 
$6000 when presumably the current rates of income taxation would come 
into effect 





328 


Chapitr ThirUtn 


The negative income tax proposal, by contrast, would provide grants that 
vary inversely with income but by less than dollar for dollar For example, 
families might be guaranteed incomes equal to earned income plus 25% of 
the difference between earnings and $6000 Table 13D shows how this 
would work cut 


Table 13D NEGATIVE INCOME TAX 


Grant _ 25% of ($6000 Minus Earned Income) 


Earned Income 

Grant 

Total Income 

$0 

51500 

$1500 

2000 

lOOO 

3000 

4000 

500 

4500 

6000 

0 

6000 

8000 

0 

Less than $B000-regular 



income tax rates apply 


By companng the first two columns you can see that earned income 
below $6000 is being taxed at a 25% rate for every dollar that earnings 
increase, the grant falls by 25c By comparing columns 1 and 3 you see 
that families are able to increase their total income by 75c for every dollar 
of additional income that they earn up to $6000 Any system of income 
grants designed to help poor families would have to include some system 
like this to avoid disastrous effects on the labor market and total social 
product 


Conflicting Objectives 

Negative income tax proposals all run into the dilemma of conflicting 
objectives, however The scheme depicted in table 13D fails to move the 
poorest families out of poverty A family in which no one was able to earn 
income would end up with a total income of only $1500 This could be 
corrected by establishing some higher level of grant as a base Table 13E 
shows how this would work out, still using a 25% rate of tax on earned 
income, but with a minimum guaranteed income of $3000 as a base from 
which to begtn 

The problem is obvious at a glance families would still be receiving 
grants at earned income levels up to $ 12 , 000 , and that's hardly realistic 
This consequence could be avoided by raising the tax rate Table 13f 
shows the consequences of a $3000 base with a 75% tax on earned income, 
m the form of a reduction in the site of the grant 




Prohclm Raima Mil the Distribution of income 


329 


Table 13E 

NEGATIVE INCOME TAX 

Grant s $3000 Less 25% of Eimed Income 

tamed Income 

Grant 

Total Income 

50 

$3000 

53000 

2000 

2500 

4500 

4000 

2000 

6000 

6000 

1500 

7500 

5000 

1000 

9000 

10000 

500 

10500 

12 000 

0 

12000 

11000 

0 

/(« than 14,000-regular 



income tax rales apply 


TIic problem now is that a 75% tax rate is not likely to maintain ade- 
quate earning incentive*', especially since there are costs associated with 
working (transportation, clothing, inability to spend one's time on other 
activities) These disruptive effects on the labor market and hence total 
income could be held down by lowering the late to 50% But significant 
da incentive effects would almost surely still exist with a 50% tax on earned 
incomes, and the total amount of grants to be financed out of tax icvenue 
would remain quite large Any negative income tax proposal will have to 
compromise between an adequate grant level for the most disadvantaged 
families and the maintenance of earning incentives, while also remaining 
within the bounds of fiscal feasibility. There's no way to pull every family 
out of poverty, maintain adequate work incentives, and avoid unacceptably 
high tax rates At least there's no nay to do so without «Dmc radical 
restructuring of the entire economic system 


Table 13F 

NEGATIVE INCOME TAX 

Grant = 53000 Less 75% of Earned Income 

Earned Income 

Grant 

Total Income 

SO 

$3000 

$3000 

2000 

1500 

3500 

4000 

0 

4000 

6000 

0 

Lies than 6000— if regular 



tax rates are applicable 
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That pessimistic conclusion does not mean there are no ways to achieve 
the objectives of those who want to eliminate poverty or almost all poverty 
without destroying the existing economic system The first proposal we 
offered might be supplemented, for example, with a system of special 
grants to those families in which age or disability prevent any family 
member at all from earning income Or we could approach the whole 
problem through some combination of income grants and job guarantees, 
with the size of the grants dependent on specific family circumstances and 
the willingness of able family members to accept employment 1 But no one 
has yet discovered a simple and wholly satisfactory solution to the problem 
of family poverty You probably suspected as much from the fact that you 
haven't yet heard of any such panacea 


SOURCES OF PRODUCTIVITY AND INCOME 

The marginal productivity theory, as presented in this chapter, is far 
from a complete theory of income distribution It asserts only that the 
demand fora productive resource depends upon the marginal contribution 
that resource is thought to be capable of making to the production of 
wealth, and that this demand sets a limit to the price the resource can 
command One of the important questions left unanswered is why re 
sources have the expected marginal productivity they do have 


Productivity as a Social Fact 

In an economic system with extensive specialization, resources will 
tend to have higher marginal productivities than they would otherwise 
have For specialization and its indispensable complement, exchange, 
permit resource owners to allocate their property more advantageously 
Giuseppe Vibrato can enjoy a fine income from an operatic career, using 
the comparative advantage his voice provides while depending on other 
people to grow his food and make his clothing He couldn't do that and 
his income would consequently be lower if he lived, for example, in a 
society so small that specialization could not be carried very far 

Giuseppe also benefits from the existence of very particular specialists 
m his society composers, pianists, and sopranos who can play 5usanna to 
his Figaro How many people would pay, after all, to hear Giuseppe sing 

1 A good basis for further discussion of these questions is Arnold H Packer, * Employ- 
ment Guarantees Should Replace the Welfare System/ Challenge March April 1974 pp 
21-27 Packer t$ also the author of Categorical Public Employment Guarantees A Proposed Solution 
to the Potrrfy Problem published by the Joint Economic Committee of the Congress in 1973 
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unaccompanied solos of his own music? It would be absurd for Giuseppe 
to claim that his income is solely dependent on Ins voice Marginal produc- 
tivity is a social product dependent on the complementary contributions 
of others 

It should also be remembered that the relevant productivity is a conse 
quence of valuations and not just of physical capacities It isn't Giuseppe's 
ability to shatter a glass with his high notes but the value others place on 
his singing that makes his voice such a highly productive resource Sum 
lariy, it may not be what a college graduate knows or can do that makes 
employers bid more for his services than for those of a high school gradu 
ate, his greater marginal productivity could be bised on employers' expec- 
tations that college graduates are more likely to possess social graces, be 
docile, and hold conservative political views, while the cost of obtaining 
the degree assures that the supply of college graduates will be limited 
Emplovers definitely do use years of schooling completed as a measure of 
potential productivity, this enables them to economize in their search for 
information about the ability of prospective employees But it also results 
in some serious mistakes 

We've been talking about income inequality in this chapter in a rather 
broad way By focusing on /anulu incomes we ve recognized that an mdi 
vidual who earns little income isn't necessarily poor But we haven't paid 
adequate attention to the v\ ide variety of different circumstances in which 
families or individuals with the same money income find themselves The 
financial responsibilities of a retired couple, for example, will be quite 
different from those of a family with many children And it may be worth 
noting that some people are much better than others at deriving silisfac- 
tion from what is available to them We'll leave those issues to be filled in 
from your own common sense reflections But we do want to look specifi- 
cally at the issue of income distribution over the course of a lifetime, be 
cause that gets us into some important but widely neglected considerations 


Lifetime Incomes 

People can and do choose lifetime income patterns Someone who quits 
school to go to work at age 16 will receive more income in his early years 
than someone else who stays in school to age 25 But the latter person is 
likely to be receiving a larger income at age 45 Two people with identical 
incomes at age 35 could be receiving vastly different incomes at age 55 if 
one spends his entire income on consumption goods while the other saves 
a large portion of his income and invests it In all such cases it makes more 
sense, if we're looking for relevant comparisons, to contrast the lifetime 
patterns of income and spending than merely to focus on the differences in 
income received at a particular age 




Figure 13A Lifetime incomes Which of the two persons whose incomes are described in figure I3A 
has the iarger total income between ages 15 and 65? Individual A quits 
school and goes to work at age 15 Individual B borrows to stay in school 
(hence the negative income for a while) doesn t reach A s level of income 
until age 26 but earns far more in subsequent years To compare their 
ncomes at age 19 would obviously be inappropriate B is investing m 
knowledge skills or other qualities at age 19 Investment is the purchase 
of capital and B is purchasing human capital skills that can be used to 
produce future goods Care must also be exercised in comparing their 
incomes at age 50 if we intend our comparisons to be relevant to the issue 
of justice Individual A may have chosen his lower income at age 50 by 
electing at age 15 not to invest in human capital 


Discounting Expected Incomes 

The area under the income curve for B is dearly greater than that under 
A s income curve which suggests that B earns more over a lifetime But 
this is a misleading comparison since future income is not as valuable as 
present income The relevant question is Which expected profile would 
have a Iarger present value to the recipients at age 15 when each is making 
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Jhe critical choice between going to work or continuing in school? A person 
with a very high rate of time preference may choose the A pattern over the 
B pattern Is this unknown? Don't young people often display bjgh rates 
of time preference, choosing present goods over much larger amounts of 
future goods? An event that is ten years in the future may be so unimagin- 
ably distant to a 15-year-old that it cannot significantly affect his current 
decisions And foal isn t as irrational as it may appear, tortile is lilted with 
uncertainties If individual B were to die m an automobile accident at age 
21, his decision at age 15 would have been the wrong one from the stand- 
point of maximizing lifetime income 

We are obviously oversimplifying here by assuming that individuals 
have equal opportunities to choose at age 15 (they do not) and that cdu 
cation's only value is the contribution it makes to future income But these 
simplifications help make two important points Individuals do to some 
extant choose the income they will receive at different points in their life 
times, and if we want to compare lifetime incomes we must discount them 
to take account of the specific years m which income is received Let's take 
a very simple example 

An individual (call her Calcula) can choose at age 15 whether she wants 
to go to work at once and earn $10 000 for each of the next 50 years, or go 
to school until shes 25 at an annual cost to her of $2000 and then cam 
$20,000 per year to age 65 Which is the better choice if monetary income 
is Calcula's only concern? To find out which course Calcula will embark 
upon we must compare the present discounted value to her of the alter- 
native expected income streams $10,000 for each of the next 50 years 
versus a $2000 mgufiw income for 10 years and $20 000 for each of the 
next 40 years Let's assume that Calcula discounts future income at a rate 
of 8% per year 

The present value of a $10 000 annuity running lor 50 years when dis- 
counted at 8% is $122,335 That can be road right off from table 12A The 
second calculation is a bit more difficult A negative annuity of $2000 for 
ten years has a present value of —513,420 when discounted at 8% A 40- 
year annuity of $20,000 has a present value of $238,492 But since the 
40-year annuity will not begin until ten years from now, that value in turn 
must be discounted using table 12B The present value of $238,492 ten 
years m the future is $310,468 when discounted at 8% From this we sub- 
tract $13,420 to obtain $97 048 

The surprising result (surprising at least for people not accustomed to 
discounting future values) is that in the imaginary case described the 
present value of the decision to quit school at age 15 is about $25,000 more 
than the present value of the decision to remain in school The rate of 
discount would have to be less than 6# before Calcula would choose more 
schooling over present employment Our data were somewhat arbitrarily 



chosen, of course, so they don't prove that advanced education doesn't pay 
off in terms of monetary income The example does provide a possible 
explanation, however, for the fact that so many young people with the 
opportunity to continue their schooling drop out, contrary to all the advice 
of those who show them how much more income a college graduate earns 
over a lifetime 


Preference and Income 

The subjective rate of discount used by the decision maker is a crucial 
variable If Calcula discounted the future at 20% per year in the circum- 
stances we've described, the prospect of $70,000 per year would not be 
enough to keep her in school 1 Its present discounted value after the extra 
cost of the schooling has been taken into account would be less than the 
present discounted value of $10,000 starting at age 15 Does that surprise 
you? Does it help you see why so many choose to go to work rather than 
contmue m school? Or does it only suggest how shortsighted young people 
often are 7 A 20% rate of time discount does seem rather shortsighted. But 
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when we compare it with the rate of interest many adults willingly pay for 
retail credit or consumer loans, it doesn t look all that unusual 

The analysis can be extended to another kind of choice People can 
increase their future incomes by investing in property as well as in human 
capital If Calcula were to drop out of school earn $10,000 for 10 years, 
and invest half of that in assets yielding 8% per year, she would have about 
$73,000 at age 25 And that amount at 8% could buy her an added income 
for the next 40 years of more than $6000 per year If she chooses instead 
to consume her entire income, she is simultaneously choosing a lower 
future income 

We aren't arguing that people choose their future incomes We are main- 
taining, however, that they do choose to some extent Inequalities in the income 
received by people in the same age brackets are in part the product of 
earlier decisions about the shape of the person's lifetime income stream 
Less now implies more later and more now implies less later The point is 
important A society which tries to shield people from the consequences 
of their own decisions to discount the future at a high rate will encourage 
everyone to discount at an even higher rate, and to neglect investment for 
the future in favor of present consumption 
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represents opportunity costs The area above the supply curve and within 
the budget outlay rectangle S° billion is economic rent 


How Profits Become Rents 

Economic rent also appeared in chapter 12 We asked whether it would 
be possible for a firm to continue earning re\ enues in excess of total costs 
even after ev ery potential competitor had learned how the firm was doing 
it or in other words, whether profits could persist in the absence of uncer 
tamtv And our answer was vts if there were restrictions on the ability of 
others to compete An advantageous location or a uniquely talented man 
agement might prevent other firms from competing successfully for a 
share of the profits and thereby eliminating the revenue cost gap But a 
firm's control of particularly productne resources would not by itself 
protect the firm's profits against erosion if other firms could bid for 
control of those resources Suppose it becomes common knowledge m 
Qte industry that the Cagev Crockery Company is earning half a million 
in profits each year because its two top managers know more about 
crockery than Woody Hayes and Bear Bryant know about football Cagey 
will then hay e to start raising their salaries to keep them from accepting 
offers from other crockery' makers Before the word gets around they will 
have to be paid only the value of their managerial talents in other indus- 
tries But once the word spreads, they can command an economic rent in 
the crockery’ industry up to half a million dollars more than they could 
earn in any other line of business To hang on to its profits Cagey might 
have to pay its superior management team almost the full amount of those 
profits, since the profits would disappear if our skillful duo departed This 
little tale illustrates the way in which short term profits for firms can be 
transformed in time into economic rents for the owners of especially 
productive resources 

Did we mention Woody Hayes and Bear Bryant those incredibly 
successful builders of college football teams that for so many years have 
packed in the fans and picked off the bowl bids, swelling the revenues of 
the colleges that employ them? The value of their salaries plus perquisites 
has infuriated many a full professor, who has concluded that the relative 
salaries of a coach and a professor must reflect the relative value assigned 
by the university to football versus literature By no means They only 
reflect the relative demands of football fans and literature fans Any 
English professor who can find a way for the college to sell 50 000 tickets 
at S8 a head to college sponsored poetry readings will soon discover that 
universities want him They will bid energetically for his services, the way 
they now bid for successful coaches And he will be able to do what Woody 
and the Bear have done capture as economic rent a portion of the profits 
created for his employer by his unique abilities 
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Rock and Rent 

Let's look at another example of economic rent The Sait Sellers are i 
popular rock group whose members love to make music together They 
giv e 200 concerts a \ car something they would be willing to do for as little 
as $10000 At any lower annual wage they would choose to give up the 
concert tour and find some other kind of work Thus the opportunity cost 
of having the Salt tellers sing is 510000 or about 550 a concert 

The group may nonetheless receive $5000 for every performance Each 
promoter must pay this amount not to induce the Salt 5ellers to stng but 
to bid them away from singing for olhtr promoters The popular demand 
for tickets to their performances gives rise to a demand for their services 
from promoters that m turn creates $1950 of economic rent for the Salt 
Sellers 

Do not draw the conclusion that economic rent is an unnecessary pay- 
ment In one sense it is in another sense it is not The $4950 is unnecessary 
to induce the Salt Sellers to sing But it is necessary to induce them to sing 
htrr rather than there Of course the promoters might all get together and 
agree that it s ndtculous to pay the Salt Sellers 55000 when they would 
willingly work for $50 They might further agree to offer no more than 
575 a night for their services But in the absence of competitive bidding, 
which is eliminated by the promoter s agreement how would it be decided 
where the group is to sing its annua! 200 concerts? The quantity of service 
demanded from the Salt Sellers would far exceed the quantity supplied 
If the promoters solved this problem by a lottery they would appropriate 
the economic rent for thcmselvcs-or for the lucky promoters who won 
the lottery Chances are excellent however that the unlucky promoters 
would find ways to violate the agreement and if they did not, new pro- 
moters would probably appear to begin bidding for the now extremely 
profitable services of the Salt Sellers But such agreements are notoriously 
unstable 


Rents from College Football 

We can illustrate the precarious nature of such agreements by looking 
at college football once again As soon as college administrators learned 
that there was profit to be made from intercollegiate football they started 
bidding against one another for the requisite resources quarterbacks 
broken field runners, and beefy linemen No treason to academia is 
asserted or suggested a good college president raises funds and there s 
nothing intrinsically more dishonorable about investing in sports enter- 
prises than about investing m breakfast cereal stocks Of course, the 
college president does not bid directly since he may not know a fair catch 
from a safety blitz, he hires a specialist (the way any intelligent manager 
does) who knows he will be well regjrdedand rewarded for the qualify of 
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the teams he assembles The problem for the colleges hovvev er is to keep 
tlse team from appropriating all the profits in the form of economic rents 
Put most simph and crudely if high school seniors can get competing 
colleges to bid igunst one mother for their services they will be able to 
appropriate in advance ill the expected net income from therr per/or 
inances To keep this from happening, the colleges hive created the 
National Collegiate Athletic Association The NCAA is a buyers cartel 
Its pnman task is to prevent my college from offering more than a very 
low maximum sahr\ to prospective players and to levy financial penalties 
(no bon I games no television appcarance<-both \cn lucrative) against 
colleges that exceed these limits The ultimate pcniltv is expulsion from 
the cartel which \ ould mean no opponents nogimcs and no revenue 
With competitive monctiry bids to th p players excluded as a way of 
persuading them to pla\ for one tcim rather than mother colleges turn to 
other forms of compe ition They spend more on recruiting hiring issis 
tant coichcs by the dozens and sending thc«e recruiters out it considerable 
expense to impress parents md flatter their ahlelic sons Often the poten 
hai profit from able phyers is simph appropriated is in economic rent bv 
able recruiters Consistent w th the liw of demand the colleges also 
hire irw p! iy trs thin t! e\ would if they hid to pay the full value of each 
thcrcbv creating pressures within the oriel for limitations on the total 
number of phyers a school cin hive under contract in iddit on to the 
limitation on the maximum silary eich cm receive E\ en this docsn t work 
well however Since each college could gun from paying i little more than 
the maximum md thus attracting players away from colleges that adhere 
stneth to *hc rules uivs will be sought and found to si eeten the bids 
to prospective athletes superior and more expensive room and board 
arrangements on cimpus promises from wealthy alumni of good jobs 
after graduation even under the table payments in cash or kind 
Why don t the most promising pliy trs the ones whoare being deprived 
of the hrgest economic rents bv these arrangements simply sign with an 
openly profess onal team? The mswer is that the professional teams will 
not sign them until four veirs after they ve entered college The prafes 
eioml teams want to avoid the cost of operating their own farm system 
as biscball teams must do bv igreemg not to hire a player until he has 
used up his college eligibility they agree m effect not to compete with the 
colleges and to let them screen trim and audition prospective profes 
sionals It s a satisfactory arrangement for all parties except the athletes 1 


1 And the profc s oml team n most ports have iheir own buy ers cartel-; to keep tl c 
athlete from appropnal ng h *> full economic rent even after he turns pro For a dramatic 
example of what can happen when tl esc arranrcmei b bre k den n rex e \ the history of 
the bonuses paid vl cn there were h o profess onal football leagues or the princely economic 
rent Catfsh Hunter obh ned in 1971 from ba cbills New York Yantee^ 
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But the overall arrangement has not been as satisfactory as the colleges 
hoped it would be as an) one knows who follows the complaints of college 
administrators about the rising costs and declining revenues of football It 
is just too difficult to dose all the doors through which competition can 
erode profits Oriel agreements, whether the/re buyers' cartels to control 
costs or sellers cartels to protect revenue by restricting output, are always 
difficult to enforce against cartel members as well as outsiders But the 
government can often be of enormous help 


Protecting Economic Rents 

Let s return for another look at the case of Artesian When he earned 
$104S 30 in the first y ear after discov ery of the mineral water spring, he 
made a profit an increase m Artesian's income that arose because the 
existence of the lucrative mineral water spring had not been anticipated 
by others But after Artesian got his business running successfully, the 
SI04S 30 though still a profit could also be regarded as economic rent 
It was a payment for the use of the resource in excess of its opportunity 
cost of zero 

Competition however began whittling away at Artesian’s rent When 
he secured legal restrictions on access to the mineral water market. 
Artesian was trying to keep competition from reducing or eliminating his 
economic rent We very commonly observe economic rents that have 
been secured by means of legal restrictions on competition This leads to 
both a redistribution of wealth and an inefficient allocation of resources 

The restrictions prevent resource owners from transferring their re- 
sources out of less highly valued into more highly valued employments 
Suppose, for example, that no one is allowed to diagnose and treat ill 
nesses for pay unless he has gone through four years of medical school 
plus two years of in service training This practice increases the wealth of 
licensed physicians But it also results m less medical care than would 
otherwise be provided Many ailments could be well taken care of by 
people with far less training than is required of licensed physicians These 
people are denied an opportunity to pursue their comparative advantage, 
and society in the process is denied the benefits of increased medical care 
Most physicians don't see it this way at all They maintain that licensing 
is necessary to protect the public against quacks It is probably true that 
legal restrictions on the practice of medicine increase the average quality 
of medical care sold hphynmns But it is quite unlikely that they increase 
the average quality of medical care received h people aho are ill That's a 
very important distinction 

Do you recall from chapter 11 the owner of the television sales and 
service center? He wanted to raise the average quality of television repair 
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services by preventing janitors, firemen, milkmen, and similar amateurs ' 
from competing in the provision of these services If he had been success 
ful in securing the state regulation and licensing he wanted, it might have 
turned out that the average television repair job performed for a fee would 
be of higher quality But he was ignoring the additional services that can be 
provided by ''amateurs" who would be prevented by law from employing 
the skills they possess 

Or look again at the complaint of the nursing-home operator m chapter 
11 He does not tell us, of course, about the protected rent that he obtains 
from the state system of licensing nursing homes He directs our attention 
rather to the "lower standards" that would result from any relaxation of 
the licensing restrictions And he is probably correct Standards of nursing- 
home care probably would be lower on average But a moment s thought 
should make it dear that higher average standards are being obtained at 
the cost of lass overall nursing home care The patient who is effectively 
denied admission to any nursing home by the restrictive practices receives 
a lower, not a higher, level of care Presumably, licensing also implies 
certification of minimum standards, and this can be a way to provide, at 
low cost, information of value to purchasers However, certification of 
quality levels (for example, pnme, choice, good, and so on for beef) does 
not require a licensing system that restricts the quantity offered And it 
does not compel those who prefer less quality (at a lower price) to pay for 
more quality than they want 

If a union is able to enforce a high wage against an employer, it can 
thereby prevent him from hiring workers whose marginal productivity m 
his employment is greater than their opportunity cost These workers do 
not "lose their jobs/ since they never had the jobs in the first place This 
effectively disguises an important consequence of the union's wage-setting 
practices But the economic rent of the employed union members is none- 
theless being obtained partially at the expense of other workers who are 
compelled to accept less remunerative employment 


A Defensive Conclusion 

Economic analysis of the pricing of productive resources seems to gen- 
erate more heat per paragraph than almost any other portion of economic 
theory The explanation is not hard to find People obtain income largely 
from selling the services of the productive resources they own Compe- 
tition has a tendency to push the prices of these resources toward their 
opportunity cost Resource owners, however, axe eager to secure rents 
for the resources they own, and they are often quite ingenious at enlisting 
the aid of the state to restrict competition and thereby protect their eco- 
nomic rents It is always dressed up, of course, as protection of the public 
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interest Economic analysis points out the consequences of such efforts, 
and thereby incurs the ire of those who would prefer not to hear about 
these consequences Or is it rather that they don't want others to hear? 


Once Over Lightly 

Income 15 ordinarily obtained by selling the services of productive 
resources The price any resource can command will be determined by 
the demand for the goods it produces and the marginal productivity of 
the resource The marginal productivity of a resource is the additional 
contribution it makes to the production of wealth 
The law of demand applies to productive resources as well as to other 
goods The higher the price of a particular resource, the more actively will 
people look for substitutes 

The common notion that the owners of productive resources compete 
against the purchasers of these resources is seriously misleading Em- 
ployees, for example, do not compete against employers but against other 
employees and potential employers. Unionization, while it may have other 
goals as well, is an attempt to restrain Competition among workers 
The marginal productivity theory of the demand for productive re- 
sources is not a complete theory of income distribution, much less a 
theoretical justification for any particular pattern of interpersonal distri- 
bution Its explanation of resource pricing and use must be supplemented 
with an explanation of why resources are distributed among people as 
they are and how the larger social-economic system contributes to the 
establishment of particular resource potentialities 
Resources often command prices in excess of their opportunity cost. 
That portion of the payment to a resource which exceeds the amount that 
would be required to keep the resource from migrating to its next most 
valuable opportunity is called economic rent 
Economic rent, from the overall social point of view, is a transfer of 
wealth rather than a genuine cost At the same time, it is a genuine cost 
to the individual purchaser, who must pay the opportunity cost of the next 
most enthusiastic bidder. In other words, society did not give up $3 million 
worth of other goods when Jim "Catfish" Hunter decided in 1974 to pitch 
baseballs for that wage. But the team that was finally beaten out by the 
New York Yankee bid did lose a chance to receive that (expected) value 
in pitching services 

The desire to protect economic rents lies behind many successful 
attempts on the part of resource owners to secure government assistance 
m restricting competition 

Government actions intended to redistribute income will affect the 
allocation of resources 
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Precise judgments about the eqmtability of particular patterns of inter 
personal income distribution are difficult to make with confidence for 
many reasons including the existence of different sized families with 
varying numbers of income earners the different temporal patterns of 
income received over people s lifetimes the problem of choosing between 
absolute and relative measures of poverty the role that individual prefer 
ences play in determining ncome distribution as well as the unintended 
and undesired effects that redistribution may have on the allocation of 
time and other resources 


QUESTIONS FOR DISCUSSION 

1 For many years federal minimum wage legislation completely excluded 
workers in agriculture or domestic service Yet the average wages paid to 
these workers ranked at the very bottom of the wages pa d in the American 
economy How do you explain the seeming inconsistency in this exclusion’ 

2 Teachers began encountering serious job shortages in the early 1970s after 
many years of rising demand for their services An intensified interest in 
unionization has been observed What can unionization accomplish for 
teachers in a highly unfavorable job market’ Whom is it likely to benefit 
and whom w 11 it harm 7 

3 "Farmers complaining that they can t get field hands now that the brace o 
program has been curtailed aren t sincere " said an official of the United 
Pack nghousc Workers Union About one third of the unemployed m 
Los Angeles are former farm workers and the farmers could get them back 
if they d make wages and working condit ons attract ve enough Do you 
think the farmers are ins ncere’ Could they get enough workers if they 
tried harder 7 Explain 

4 In 1940 according to the Bureau of Labor Statistics there were 9 MO 000 
persons employed in agriculture The population of the United States in 
1940 was 132122000 In 1970 the corresponding figures were 3 462000 
fanners m a population of 205,395 000 Thus in 1940 if took one farmer to 
provide agricultural produce for every 14 Americans Thirty years later one 
farmer could take care of almost 60 people 

(«) What made this dramatic change possible 7 

(b) What happened to the excess farmers 7 Where did they go’ 

(r) What factors induced people to move out of agr cultural employment’ 

5 Under a closed shop arrangement employers may only hire workers who 
are already union members Under a union shop arrangement employers 
may hire whomever they please but the employees must then join the 
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union What different effects would you expect these alternative arrange- 
ments to have on wages* On employment? On discrimination by the union 
against members of minority races? Why? 

6 College professors in the United States have never had an effective union 
Then why did their avenge wage nse spectacularly in the 1960s? How might 
college professors have used unionization to obtain even larger salary 
increases over this penod? Why might some professors be interested in a 
law that prohibited anyone without an earned doctorate from teaching in 
colleges* What consequences would you predict if a few states passed such 
a law? 

7 Do high wage rates in such strongly unionized industries as steel and auto- 
mobiles pull up the general level of wages in nonumomzed, lower-wage 
industries? If you think they do what is the process by which this occurs? 
If contracts that call for high wages reduce employment opportunities in 
the industries that must pay these wages where do the excluded workers 
find employment? 

8 What will be the consequences of laws prohibiting discrimination by em- 
ployers against women? (If you answer quickly you will almost certainly 
answer inadequately ) 

(a) What will occur if employers are required to pay women equal wages 
for equal work but are not required to hire women? Assume in answering 
that employers are male chauvinists who believe women aren't as valuable 
employees as men 

(h) What will happen if employers arc forbidden to discriminate on the 
basis of sex in hiring, firing promoting or paying wages? Assume again 
that employers are male chauvinists Would it be illegal under these circum- 
stances to discriminate on the basis of height or physical strength? 

(c) There are (or have been until recently) many laws "protecting women 
employees by limiting their hours of work providing for mandatory rest 
periods or prescribing special facilities that must be maintained for 
women employees Whom do you think these laws protected? Why? Would 
you say that an employer subject to such laws was practicing sex discrimi- 
nation when he hired men in preference to women? 

(*0 Who do you suppose has benefited more from prejudices and 
resulting employment discrimination against women? Employers or male 
employees? Why? 

9 The text's discussion of the negative income tax as a way of redistributing 
income stresses the conflict among the objectives of eliminating poverty, 
remaining within the limits of fiscal feasibility, and preserving work incen- 
tives Could the bst objective be handled separately through a work require- 
ment imposed on all recipients of the income subsidy? What problems 
would such a requirement encounter? 
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10 What is the present value of $8000 for the next 45 years to someone who 

discounts the future at a 12 % rate* What is the present value at 12% of 
S16 000 for 40 years where the income stream does not begin until 6 years 
m the future? Contrast the same present values using 8% and 20% rates of 
discount 

11 A plumbers locil m Fort Lauderdale Florida voluntarily lowered the hourly 

rate for union workers on low n$o construction projects from $1070 to 
$6°0 an hour {in June 1972) The $1070 rate continued to apply to high 
rise construction The business manager of the union said this was being 
done to curb inflation and help home owners Do you think it might also 
have been done because nonunion plumbers were available in the area at 
$4 50 to $5 an hour* Why do you suppose the union did not lower the rate 
on high rise construction work* 

12 What does baseball s reserve clause have to do with economic rent* Does 
it keep highh talented playtrg from earning any rent* Why not* Do you 
think this is its uni* Or is its aim as the baseball owners say to prevent 
the wealthiest teams from corralling ait tnc best players? Why do you sup 
pose the New York Yankees were able to outbid every other team for 
' Catfish Hunter s services in 1974? 

13 The Deportment of Health Education and Welfare suspects that employers 
sometimes use education as an employment criterion because it s an indirect 
way to discriminate on the basis of race (In 1973 the percentage of Blacks 
who had completed college was less than half the percentage of the entire 
population that had completed four years or more of college ) Suppose that 
HEW asks employers not to request information on education from appli 
cants for nonprofcssional jobs What consequences would you predict* Do 
vou think this would reduce employees chances to use nonprofessional 
jobs as a training ground for advancement* 

14 A television station whose physical facilities could be replaced for $2 million 
ts sold for 522 million for what w as the extra $20 million a payment? What 
happens when the Federal Communications Commission revokes the license 
of a station and awards it to another ownership group? 

15 If you know that a license to operate a taxicab in New York City can be 
purchased from an existing license holder for 580 000 what could you infer 
about the profitability of operating a taxicab in New York City* What actions 
by the city could raise or lower the market value of a license* 
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Many people have concluded m recent years that the growing problem 
of environmental pollution demonstrates the inadequacy of a purely eco 
nomic point of view You won t be surprised to find that position vigor 
ously rejected here Ecology and economics are very closely related, as a 
matter of fact, and in more than the common Greek stem of the words 
Ecology in the narrow sense is a branch of biology that deals with the 
interrelations between organisms and their environment In the broader 
meaning of the word, it is a point of view, an informing conviction that 
everything ultimately depends upon everything else Actions prompt 
reactions, the reactions set the stage for all future actions And that is also 
the point of view of economic theory Economics and ecology are allies 
not competitors or antagonists 


EXTERNALITIES AND PROPERTY RIGHTS 
A SURVEY OF THE PROBLEM 

The economist maintains that if pollution is a growing problem in our 
society, it is because we have systematically encouraged people to neglect 
certain costs The problem requires for its solution that we find ways to 
correct this neglect If, like Stephen Leacock's Lord Ronald, we fling our- 
selves upon a horse and ride madly off in all directions, we are not likely 
to find acceptable solutions 
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The voice from the rear has made a point and missed the point The law 
0/ demand does not predict that Rod will drive his tar less because Tom, 
Dick, and Harry must now pay more to let him do so Rod responds to Ins 
own costs and benefits as he perceives them Whether or not we decide that this 
is selfish and inconsiderate on the part of Rod we had better not decide 
to pretend that Rod will behave otherwise or to put all our eggs m the 
basket of moral restraint 


Internalizing Costs 

The core of the environmental problem is the increasing significance 
of what the economist calls externalities These are spillover costs 01 benefits 
consequences of action that are not taken into account by the actor and 
which therefore do not influence his decisions 

Individuals engage in activities for the sake of the benefits they expect 
to receive, after taking into account the associated costs they expect to 
bear But the full costs and benefits of many activities are not confined to 
the actor They may be spread out over many other people In some 
instances they cannot even be traced to the activities of the people who 
created them When everyone makes decisions solely on the basis of the 
costs he himself bears and the benefits he incurs and those decisions 
entail substantial additional costs or benefits to others a serious nusalfo 
cation of resources may result 

Take the case of a Los Angeles commuter If he is seized by a vision of 
the public good and so leaves his car m the garage and walks, bikes, or 
uses public transportation to get to work, he himself bears a sizable cost 
For distances are long in Los Angeles, and the public transportation system 
wins no prizes there So most people prefer to drive They thereby reduce 
their own travel cost substantially (time spent is a cost') while imposing 
upon all other inhabitants of the Los Angeles Basin additional pollution- 
m such forms as engine exhaust and freeway congestion that takes the 
time of other motorists Sermonizing about this is not likely to solve any- 
thing as long as each Los Angeleno continues to perceive such a large gap 
between the high subjective cost of ' responsible" behavior and the low 
subjective cost of ' irresponsible behavior-especially when each one 
thinks that (a) his own sacrifice will make no noticeable difference to the 
community, and (b) his own sacrifice will not induce others to follow his 
lead 

The same analysis can be applied to industrial polluters Suppose that 
the operation of a particular factory puts smoke and coot in the air If the 
cost of installing and operating equipment to eliminate the discharge is 
substantial, the owner of the factory may very reasonably elect to go on 
polluting He pays attention to the costs k bears And he bears only a tiny 
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ferred a benefit upon all his neighbors (except those with rose fever') for 
which he charged them nothing Because he cannot get them to pay some 
thing toward the landscaping of his lot and its contribution to neighbor 
hood beautification his neighbors are free nders The problem is that 
Horty consequently doesn t allocate enough resources to landscaping 
he fails to produce aesthetic pleasures for wh ch the community would be 
willing to pay if there were any low cost way to collect the payments and 
offer them to Horty as an inducement 

Many goods cannot easily be supplied to those who are willing to pay 
the price without also being supplied to some degree at least to others 
who refuse to pay the price A less trivial example than Horry's yard is 
police protection If each family had to purchase the police protection 
it wanted by contracting with private security organizations the total 
amount of police protection in an) community would tend to be msuffi 
cent hv the tlmfonh of ll ose some people The value to them of additional 
police protection would be greater than the cost of obtaining it and when 
marginal revenues or benefits exceed marginal costs output s less than 
optimal VVh) then vvouldn t the people of the community expand their 
purchases? Because they would all be waiting for other famil es to move 
first and hoping to obtain the additional police protection they themseh es 
want as a spillover effect hr » hen security officers arc patrolling the block 
to protect my neighbor s home they are simultaneously offering increased 
security to my home The problem arises from the fact that it is difficult 
to exclude nonpayers from obtaining some of the benefits And when 
nonpayers can obtain benefits without paying they try to do just that 
They restrict their purchases and hope for a free ride 

Education provides another example If educated people confer benefits 
on those around them then the whole community gains from each per 
son s decision to purchase more education Conversely the decision of 
parents not to purchase education for their children will inflict costs on 
the whole community In such a situation people will tend to purchase 
less education for themselves or their children than the socially optimal 
amount as they all pay attention onl) to the private costs and benefits 
of their decisions 

Or consider the problem of char ty in an urbanized society Assume 
that all citizens are charitably disposed and want to see more income made 
available to impoverished and unfortunate people While manv people 
derive satisfaction from knowing that they themselves contributed to a 
charitable cause most people would also prefer that others assume the 
burden of contributing They want to see poor people aided but they also 
want to see others do the aiding And so they will tend to behave like free 
riders They will hold back somewhat on their contributions m the hope 
that other people will purchase the quantity of the good-assistance to 
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on use? How dearly are the privileges and obligations of the owner spec- 
ified? How effectively are they enforced? Statutory law and prevailing 
practice may even give quite different answers to these questions a fact 
that further complicates our analysis But the issue is a crucial one for 
all its ambiguities, uncertainties, and complexities It is intimately tied 
up with the pollution problem 

Property and Pollution 

Let's go back to the factory owner who is spewing black smoke into the 
air He "owns ' the chimney, so he can use it as he pleases But the smoke 
leaves his chimney and passes into the atmosphere Who owns the aimo 
sphere? Our laws and customs have tended to answer that nobody owns 
the atmosphere So the factory owner is free to use it as a receptacle for 
industrial wastes 

Such a situation seems to have been more tolerable fifty or even ten 
years ago than it is today At one time we appear to have had a working 
consensus that the social advantages from allowing the atmosphere to be 
used as an industrial dump were greater than the disadvantages People 
could move away from factones, or purchase residential space near the 
factories at a low price if they preferred that saving to the delights of clear 
air Meanwhile factories held their costs down by discharging wastes into 
the atmosphere, and this meant a greater availability of the goods that 
factories produced 

But the situation has changed The population of the United States has 
increased substantially The goods that factones produce are now avail- 
able in large quantities and many people are beginning to place a lower 
relative valuation on steel products and a higher relative valuation on 
attractive scenery Moreover, a little black smoke may be much more 
acceptable than a lot of black smoke When it becomes difficult to breathe, 
or when people discover that beyond a certain point polluted air causes 
lung disease, or when new technology reduces the cost of controlling 
smoke discharges-the possibilities are almost endless-the social con- 
sensus may shift rapidly and radically That seems to be happening now 
What is called for is renewed attention to the rules that define property 
It is not accurate to say that we must restrict property rights One might 
better argue that an extension of property rights is in order When we 
allowed the factory owner an unrestricted right to discharge soot into the 
atmosphere, we denied homeowners the right to keep his soot off their 
windows and curtains A reassignment of rights in this case should not 
automatically be viewed as an incursion on private property In many 
cases it could more accurately be viewed as a clarification and strength- 
ening of the private-property system 
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LAND-USE PLANNING 

Land use planning legislation has become a bitterly contested 
political issue m the U*>t few years In June of 1974 the U 5 House 
of Representatives narrowly defeated a bill similar to one passed 
by the Senate in the previous year authorizing federal funds for 
land use planning The defeated bill would have given money to 
the states to encourage them to plan the use of land around shop- 
ping centers housing developments airports, or any areas of 
critical environmental concern ' It was a modest bill, granting 
funds to states that wanted to cooperate but containing no sanc- 
tions on states that did not wish to venture into the area 

Opponents of the bill argued that it infringed on private prop- 
erty rights They tended to ignore the fact that existing laws 
(zoning laws for example) already abridge the tights of land 
owners and that some uses of land by private owners infringe on 
the rights of other private owners Consider the extensive paving 
thatoften occurs as part of an area s development This may result 
in rapid water runoff anc! the consequent flooding during rain 
storms of previously dry areas lower in the watershed Proponents 
of the bill on the other hand were generally quite vague about 
how they expected new land-use legislation to improve the allo- 
cation of land 

Public discussion is not likely to produce much illumination in 
thisarea when it is carded on in terms of ' private property rights 
versus the public interest For pnvite property rights in land 
are a very effective way of promoting the public interest in land 
use undtr a u>iJe my of cimwtan es Where significant external- 
ities exist however a reexjmmation and redefinition of property 
rights m land may be highly desirable-fmm the standpoint of 
land owners js well as those who do not own but are affected by ( 
the uses of land 


A lot can be accomplished by levying taxes on activities with substantial 
social costs in excess of their privately borne costs The tax m effect turns 
the social cost into a private cost, it puts the cost on the decision maker 
That is one way to internalize externalities a clumsy but descriptive phrase 
used by economists to mean compel decision makers to take account of 
the costs they inflict on others 

But the issues are enormously difficult The property prescriptions of 
a society are the product of political decisions that in turn grow out of 
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historical experience, notions of justice, predictions about consequences, 
and conflicting interests They cannot be easily altered And not just 
because interests conflict There are social costs, which may be substantial, 
in altering a system of property prescriptions or enforcing new prescrip- 
tions Nor can we always be as certain as we would like to be about the 
consequences of the changes we contemplate 


What Do People Really Want? 

Let's go back to the automobile Directly or indirectly, the automobile 
seems to be responsible for a truly astounding part of the environmental 
deterioration that so many now lament Our cities have been carved up, 
cemented over, and stretched out to accommodate mounting masses of 
automobiles Automobiles have increased isolation while diminishing 
solitude They assault all our senses with fumes noise junkyards colli 
sions, and neon roadways They gobble up nonrenewable resources It is 
partly in their service that oil is spilled on the world s beaches As a result 
of their proliferation, national parks during the tourist season are coming 
to resemble mobile-home sites But are we willing to pay the cost of having 
it otherwise? There is no compelling evidence that a majority of Americans 
are yet willing to alter property definitions and assign to motorists the full 
cost of their automobile ownership and operation Freedom to drive might 
as well be included m the First Amendment Even toll roads are widely 
regarded as bordering on unconstitutional^ If someone threw his gar- 
bage on your lawn, you would have legal recourse But you apparently 
have none when the fumes from his automobile exhaust and the noise of 
his engine intrude regularly upon the tranquility of your home 

So these will not be easy issues to resolve If all this sounds terribly 
peJHrmjSfre, (t tscr't meant tc svmd that way at aft ASf prurtaniy aafeva&d 
as a reminder that perfection is an elusive goal We are now moving m 
the direction of rethinking and redefining certain rights of property owners 
in ways more consistent with the realities of an urbanized and highly 
industrialized society There is far more that can be done But it would 
be a serious mistake to suppose that all Americans or even a majority of 
Americans are currently agreed upon just what sacrifices are worth making 
for the sake of specific kinds of improvement in the environment If we 
assume that improvements can be made without sacrifice or that the 
requisite sacrifices can be borne by all of them' and none of ' us , ' we 
are headed for severe disappointment 
We are also misleading ourselves if we thoughtlessly attribute all the 
evils to the operation of the market system and suppose that our problems 
would diminish or disappear if we only had more comprehensive planning 
Pollution exists in the Soviet Union and the centrally planned economies 
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of Eastern Europe For them too, clean air and water are goods but not 
free goods Additional quantities of these goods can be secured only by 
giving up increasing quantities of alternative goods refrigerators, gram, 
housing The centrjl planners in socialist countries must decide which of 
numerous competing goods to produce without even the assistance of 
market information information not only about what is wanted (which 
they may decide to ignore), but also information on the social opportunity 
costs of the various courses they could pursue There is no evidence that 
Comprehensive Planning as the solution to problems of the environment 
is anything more than a beguiling slogan 
Perhaps the most important distinction to make in thinking about these 
large issues of economic activity and social welfare is the distinction 
between market processes and property prescriptions The marketplace 
is actually a shorthand term for a web of social transactions It can be used 
to describe logrolling by Congressmen, the exchange of promises for 
votes, or the dispensing of governmental favors as a quid for some quo, 
as well as to describe exchanges involving money The concept of exchange 
provides a general model for thinking about social behavior in any kind 


{ VOTING FOR THE AUTOMOBILE 

Howeager ire Americans to improve the quality of the environ- 
| ment when thev suspect that it means a reduction in automobile s 

t use 7 In November 1974 los Angeles voters rented a one percen- 
tage point increase m the 0% sales tax The increase would have ' 
i gone for the city's contribution to a mass transit system that was j 

scheduled to be built primarily with federal fundi By a vote of 
54 i ^to46' r o,Lo5AngeIesvotersnirneddownaI45 milerail system , 
and improved bus service despite the fact that about 95% of the 
cost was to have been borne by the federal government 
The seven largest industrial corporations in the United States 
in 1974, ranked by dollar volume of sales, were in order Exxon, 
Ceneral Motors, Ford Texaco, Mobil Standard of California, and 
Gulf All aie obviously dependent on the automobile for the 
ma/or portion of their sales But that only begins to indicate the 
importance of the automobile in the US economy To understand 
why Americans are reluctant to vote against the automobile in any 
| s gmficant way you must also take account of all the other busi- 
ness l inns, large and small, that supply products or services to 
f automobile makers or users and of the enormous investment of 

private citizens m automobiles, driveways, and two car garages ( 
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3f political or economic system Looked at m this nay the difference 
between economic systems depends not on the extent to wmch they rely 
on market processes for the} all do but on the nay m which the) assign 
enforce responsibility or on then system of property rights Who has 
the poisei to control what? Who receives the benefits and who bears the 
osts of what actions 7 What are the rales 7 How dearh are the\ specified 7 
How effectiveh are they enforced 7 How susceptible are they to change 7 
These are the crucial questions 


assigning responsibility through 

VOLUNTARY EXCHANGE 

Imagine a smoker sitting alongside a nonsmoker on a bus There are no 
regulations against smoking and no separate sections for smokers and 
nonsmokers The smoker ponders for a moment the expected costs and 
aenefits of having a cigarette and decides to light up Presumably the 
mticipated benefits exceeded the anticipated costs But did he consider 
the cost to his neighbor 7 And if he had taken this cost into consideration 
would he still have decided to smoke 7 
Suppose he asks the neighbor May I smoke 7 and the ne ghbor 
epl es I wish you wouldn t We still don t know whether the benefits 
to the smoker exceed the combined cost to the smoker and his neighbor 
1 wish you wouldn t may express anvthing from a very slight distaste 
or the smell of cigarette smoke to a disabling allergic reaction Vie also 
don t know the strength of the smoker s current cra\ mg for a cigarette 
But now let s suppose that the smol er does not ask We II assume him to 
be a thoroughly self sh person who pays no attention at all to anyone s plea 

ureordiscomfortbutfusown. Ashe s about to light up his neighbor says 

Please don t 

smoker There s no rule against smoking 

fvONSMOKER. It makes me cough 

smoker That s tough I want a smoke 

nonsmoker 1 11 pay y°u five cents not to smoke until you get off 

smoker. I m having a nicotine fit 

non smoker How about ten cents 7 

smoker It s a deal 

The nonsmoker pays the smoker a dime and the smoker puts his aga 
rettes away The fact that the smoker was willing to accept the bribe the 
nonsmoker was willing to offer shows that they are bolh better off with no 
smoking occurring the smoker prefers a dime to the cigarette the non 
smoker prefers good air to a dime 
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Now let s alter the situation by assum ng that no one is a llowed to smoke 
unless he obtains his neighbor s consent 

smoker May l smoke? 

NON SMOKER No 

smoker 1 11 pay you a nickel 

nonsmoker It isn t worth It 

smoker How about eight cents? That s my top offer 
nonsmoker 1 11 take thirteen 

smoker It s not worth it 

nonsmoker Then do without 

The basic difference between the two situations lies in the assignment 
of property rights In the first case the smoker was assigned a right to 
smoke and to inflict on others the attendant costs in the second case the 
nonsmoker was assigned the right to keep his air dean and to inflict on 
others the corresponding costs-nicotine fits for example The decision- 
smoke or not smoke-was not effected by the assignment of property rights 
Clean air was worth thirteen cents to the nonsmoker and the cigarette 
was worth only eight cents to the smoker The smoker therefore could 
not succeed in bribing the nonsmoker but the nonsmoker was able to 
bribe the smoker While the assignment of property rights did not affect 
the final decision it did affect the distribution of wealth When he Owns 
the right to smoke the smoker can obtain income from the sale of that 
right And the nonsmoker must purchase the clean air he wants With the 
property right assignment reversed payments flow the other way Of 
course there s no payment because there s no exchange if the nonsmoker 
wants more /or Jus dean ajr than the smoker is wjJlrng to pay 
Pollution we said eailier is a cost a cost incurred in the production of 
goods It becomes a social problem when the cost is borne by people 
other than the producer and there is no way for those who bear the costs 
to get the producer to consider them fully when making hts decisions 


The Problem of Transaction Costs 

Almost any action that we might take can bring costs or benefits to 
others Consider the case of a young boy with a new and noisy motorcycle 
He could be persuaded to trade it in for a ten speed bicycle if he were 
offered a bribe equal to the total amountall the neighbors would be willing 
to pay for quiet evenings But how could the bribe be collected? How could 
the neighbors be sure that someone else wouldn t buy a motorcycle right 
after they had gotten rid of the first one? How would they prevent young 
boys on other blocks from racing mufflerless down their street? Indeed 
might the young boy they bribed just agree not to ride jt onhis own block 
so that the neighbors purchase peace for themselves by pushing more 
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noise into other neighborhoods? And if other blocks pursued the same 
course, the only discernible result might be increased wealth for all motor- 
cycle owners and added incentive therefore to boy a motorcycle 
The cases of cigarettes and motorcycles illustrate a pan of important 
principles 

1 Externalities can be internalized if property rights ire clearly 
assigned and effectively enforced 

2 Transaction costs seUIumt upon the extents whichexternahties 
can be internalized by die assignment of property rights 

This may sound like jargon But think about each principle When there 
was no dear assignment of property rights on the bus there was no way 
for the smoker and the nonsmoker to arrive at the best solution With the 
right to smoke established however, there was a basis for negotiation and 
exchange for a transaction that resulted, as it happened m no smoking 
And in greater welfare for both than if smoking had occurred' 

There were costs to this transaction, however The parties had to bargain 
and conclude an enforceable agreement In the case of the motorcyclist 
and his neighbors, the transaction costs would be much higher, probably 
so high as to rule out any possibility of a satisfactory agreement 


The Pursuit of Perfection 

Anyone who begins to worry about ways to internalize all externalities 
is on the path to madness Beautiful people confer benefits upon others by 
their presence Do we therefore want to induce them through monetary 
payments to spend more time than they would otherwise care to do m 
social circulation 7 5urely not On the other hand we do bribe beautiful 
people They're invited to more places and treated better than surly 
people It would be crass to call that bribery But we think it's important 
to note that ordinary social interaction includes a lot of subtle practices 
for encouraging beautiful people to share their charms and surly people 
to keep to themselves A parent who frowns at a whining child is inducing 
the child to internalize an externality that is, to include in his benefit cost 
calculations the costs that his behavior is inflicting upon others We aren't 
stressing this point because we want all social interaction to be based on 
careful calculation The point is rather that we do leam to discern the joys 
and sorrows that our behavior brings to others and we do leam to some 
extent to count them m with our other benefits and costs 


The Doughnut and the Hole 

The market system quite obviously fells to internalize all externalities 
But isn t that a misleading way to put the matter? We could just as accu 
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rately say that the market system manages to internalize an extraordinary 
number of externalities In particular, it induces people to engage m 
activities that benefit others by enabling them to capture a share of tho se 
benefits for themselves Every new or unproved product or service , s 
provided because people hope to exchange their contribution to othe rs ' 
welfare for something they themselves want This doesn't deny the impo r . 
tance of generosity, public spirit, and serendipity But virtue and go 0t j 
luck are not enough to organize an economic system Its organization 
coordination depend primarily on people's pursuit of their own advantage 
in situations where they are able to capture through exchange a share 0 f 
the social benefits their actions create 

As for costs, they are even more nearly internalized There are excep, 
tions, that s why we have pollution problems But the first step toward a 
resolution of these problems is to recognize as exceptions those cas es 
where people are able to impose a substantial portion of their costs ^ 
others without securing their consent 

Measuring Costs and Benefits 

The factory discharging smoke into the air would not be polluting if ,t 
secured the consent of every adversely affected party After all, every fac- 
tory inflicts costs on all the people who come to work there, this isn’t a 
social problem because their consent is secured through the payment 0 f 
"bribes" The factory "bribes” the owners of all the resources it uses to 
secure their consent and cooperation But it doesn’t compensate the peop] e 
who bear the costs of its smokestack emissions because they do not have 
a clear and enforceable property right in the ambient air By established 
practice, in fact, the factory owners have a property right in the air, the 
right to use it as a dump without charge The question of who ought to 
own the air is an important one But regardless of how that question 
answered, the issue of whether or not smoke should be discharged into 
the air requires a comparison of social costs and social benefits 
If all the people who find themselves burdened by the smoke are willing 
to pay a bribe to the factory owners large enough to persuade them f 0 
clean up the air, then the discharge dearly ought to be stopped What if 
the only way to stop the discharge is to shut down the factory? The factory 
should be shut down if the people bothered by the smoke are willing to 
pay the owners of all the resources involved, including employees, more 
than it's worth to them to keep the factory running If they are not willing 
to pay that much, then the total expected benefit from its continued op^ r 
ation must be greater than the total expected cost, pollution included, and 
the factory should continue operating 
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To Whom Should Property Rights Be Assigned 5 

This argument is subject however to a very important qualification 
Suppose that the factory is awarded ownership of the air so that the 
people in the area must bribe the owners not to pollute And suppose that 
the largest bnbe they are w lling to pa> is 5100 000 If thought to continue 
polluting is worth more than that to the factory miners they will reject the 
bnbe and continue polluting But non suppose that we vest the property 
right in the residents of the area so that the factory owners must purchase 
the nght to begin polluting And suppose that the most the owners are 
willing to pay is $200 000 It is distinctly poss ble that the residents could 
refuse a $200 000 bribe even though the} themselves are not willing to 
pay more than a 5100 000 bnbe Why might this occur 5 

It could occur because the demand for any good depends on income 
The residents would be unw llmg to pay more than S100 000 because they 

can t afford it Were they wealthier tftej might he willing to pa j 
$300 000 and even with their low incomes they would demand that much 
to give up their clean air When the property nght is vested m them their 
wealth is increased and they place a higher monetary value on clean air 
This is an application of the concept of income elasticity of demand 1 

There are good reasons for inclining toward the assignment of environ 
mental rights to citizens rather than to business firms It is not that clean 
air is worth more than anything or that people are more important than 
profits The first statement is false and the second is meaningless Thefact 
that business firms earn income through pollution while residents lose 
income through pollution does mean however that the income restraint 
is more likely to hold down the residents bid than the bid of the business 
firms In addition the firm will usually have more ways to reduce pollution 
than the residents will have to escape it and the requirement that the firm 
pay the bribe wifi induce it to search for less polluting processes More 
over the requirements that polluters pay the bribes (rather than be ent tied 
to receive them) eliminates the incentives that otherwise might arise to 
create pollution deliberately m order to secure a reward for stopping 
Nuisance actions of this kind are well known to lawyers Finally the rela 
tionship is not altogether symmetrical from an ethical standpoint The 
case of the two passengers on the bus best illustrates what we mean While 
the smoker inflicts harm on the nonsmoker by smoking the nonsmoker 
does not inflict harm on the smoker by not smoking In general people 

1 An dlustrat on T1 e maximum amount someone would pa> to save a leg from ampu 
tahon s finite It s limited by the person s income o that a payment greater than some 
maximum would deprive him even of food Bat there may be bp amount no matter ho 
large that vould secure the same person s agreement o g ve up a leg 
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PURCHASING THE AIR 

Bunker Hill Compiny operates a lead smelter m Kellogg Idaho 
A study cosponsored by Bunker Hill and the state of Idaho in m 
discovered that there were 2° children in IS families living near 
the smelter who had more than SO micrograms of lead per milli- 
liters of blood (More than 80 micrograms indicates outright lead 
poisoning ) 

What should have been done after this discovery? Should the 
plant have been closed? Should it have been required to install 
anfapollution equipment? 

What in fact occurred was that Bunker Hill purchased the prop 
erty of the 15 families living within the radius of contamination 
and helped them to relocate The companv in effect granted that 
the families owned the air about their residences and then pur- 
chased from them the right to use it by bin mg the land itself 


created by the noise And the factory will have no neighbors except those 
who have consented to its noise Any subsequent purchasers of lots in the 
area will also know about the factory and will have the same chance to 
trade more noise for a lower price And what if the lots do not in fact sell 
for a lower price 7 That's evidence either that the noise is not a cost to pur- 
chasers or that there are compensating advantages In any event, the noise 
emissions are not pollution, for to the extent that they are a burden on any 
one, the costs will have been fully internalized by the noise maker in the 
form of a reduced price for the lots 
There are innumerable ways in which people reduce pollution through 
voluntary exchange Nonsmokers in public places try to segregate them- 
selves from smokers, and the owners of the public places, who are inter- 
ested in the patronage of nonsmokers as well as smokers, often facilitate 
the transaction by designating smoking and no-smokmg sections The 
smoke hanging over the smokers' heads is, of course, not pollution insofar 
as it's not a cost anyone inflicts on anyone else without his consent People 
who think that commercial establishments destroy the quality of a neigh- 
borhood locate in areas where such establishments don't exist And people 
who think that purely residential areas are bland and uninteresting locate 
m areas with shops Both groups are reducing pollution by escaping the 
costs that the actions of others might impose upon them The people who 
move to Manhattan because that's where the action is and the people who 
move to Kankakee because that's where the action is not— they are all 
reducing pollution 
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if consumed in modest quantities A similar problem irises with 
automobiles A vehicle that is verj safe when driven by ont 
motorist will be a lethil weapon in die hinds of another Auto 
mobiles could of course be made to provide passengers with far 
more protection under given conditions than they now provide 
And if manufacturers hid to pay all die medical costs of people 
who were hurt in their vehicles they would make all sorts of 
safety changes in automobile design But all such changes would 
impose higher costs of other kinds on automobile owners higher 
purchase prices higher operating costs less comfort and less 
style to mention just a few items that most automobile owners 
do seem to care about 

All this suggests that the optimum trade off is not likely to be 
approached if full responsibility is assigned to manufacturers On 
the contrary Mr Moore s proposals would surely compel careful 
consumers to subsidize careless ones by inducing manufacturers 
to produce nothing but foolproof (literally) products Is that an 
optimum arrangement? How would nonsmokers and those who 
never smoke m bed feel ibonf paying higher prices for less com 
fortable mattresses that do not burn when cigarettes arc dropped 
on them? Would you like to see soft dnnks and cand) bars taken 
off the market because their prod icers don t want to pay the 
dental bills of teenagers who make sach foods their regular 
breakfast and lunch diet? 1 his is the same kind of question we 
encountered in chapter 8 when it was asked how a society could 
best economize on the costs of mfomnhon gather ng It will not 
do so by prohibiting the parties to an exchange from voluntarily 
sharing those costs 


ASSIGNING RESPONSIBILITY BY SPECIAL LEGISLATION 

Voluntary exchange will not be able to resolve satisfactorily all our 
environmental problems One reason well look at later the limited ability 
of future generations to bid for scarce resources The other reason is the 
one we've already discussed the transaction costs may be prohibitive 
What alternatives ire there when a dearer assignment of property rights 
and voluntary exchange cannot do the job because of high transaction 
costs? 

Most people want to ban pollution by law We've pointed out in manv 
ways why that's not realty a solution And it s a feet of political life that 
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pollution gets more knocks from environmentalists than it does from legis- 
lators At the risk of being impaled on an ecology button we II venture 
the opinion that the procrastination of legislatures isn t all bad Where 
legislators have acted they have too often acted with more enthusiasm 
than knowledge They have slashed at pollution because of its obvious 
costs with often insufficient attention to the costs of the anti-pollution 
regulations 

This would be a good time to review the discussion of marginal costs m 
chapter 6, pp 119-23 If we hadn't thought the example was such a good 
one for explaining the nature and significance of marginal costs we would 
have included it in this chapter to demonstrate the importance of paying 
attention to diminishing returns when protecting the environment You 
must remember that there are innumerable ways to improve the environ 
ment that they almost always entail costs, that the ratio of environmental 
improvement to cost varies from one environmental measure to another, 
and that for any particular environmental measure the benefit to cost ratio 
will tend to decline rapidly as we approach "perfection " And you always 
want to keep in mind the first principle of economics There are substitutes 
for anything Rising energy pnces in recent years have shown how many 
people will even substitute other interests for ecological concerns when 
the relative cost to them of caring for the environment goes up 


Taxes to Control Pollution 

The presence of prohibitive transaction costs will incline most econ 
omists to consider taxes rather than outright prohibitions or even quanti- 
tative regulations We mentioned earlier that levying taxes on activities 
with substantial social costs in excess of their privately borne costs was 
one way to internalize externalities Let s consider an example 
There are four manufacturing plants m Luvly City, and they are the 
sole local producers of an air pollutant which we shall call yeCch How 
much yecch each produces per month depends on the production process 
it uses Each firm has a choice among three alternative production pro- 
cesses The following table summarizes the situation 


Table 14A POLLUTION EMISSION WITH ALTERNATIVE PRODUCTION PROCESSES 



Finn A will 
produce 

Firm B will 
produce 

Firm C will 
produce 

Firm D will 
produce 

Costs for 
each firm 

Using Process 1 
Using Process 2 
Using Process 3 

500 yecch 

300 yecch 

200 yecch 

800 yecch 

200 yecch 

50 yecch 

1600 yecch 
1200 yecch 

900 yecch 

700 yecch 

200 yecch 

160 yecch 

Base 

Base + $2400 
Base + $4800 
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Process 1 is the cheapest production process for each firm and hence the 
one it will choose if pollution is no problem If it moves to process 2 each 
firm increases its costs per month by $2400 If it moves to process 3 each 
firm increases its monthly costs by yet another $2400 Another way of 
interpreting the same data is to say that process 2 shows the pollution 
abatement attainable from a $2400 expenditure in the case of each firm 
and process 3 shows the pollution abatement attainable from yet another 
$2400 per month expenditure 

How much yecch will be produced monthly in the absence of any con 
cem for the environment? Each firm will choose the cheapest production 
process and Luvly City will sit amid 3600 yecch per month 500 + 800 + 
1600 + 700 

Now suppose we are on the City Council in Luvl} City and that we have 
decided to reduce yecch pollution How shall we go about it? 

No yecch at all would be pleasant But yecch reduction entails costs 
so we must choose We won t make the mistake of supposing that the 
costs somehow don t matter because they will fall upon the polluters We 
are nil polluters We create pollution in the process of obtaining goods 
we want and when we must curtail our pollution we can do so only by 
giving up some of those goods Firm C is the biggest offender and looks 
like the firm to hit But look more closely A $2400 expenditure by firm C 
will reduce yecch by only 400 per month The same expenditure at firm B 
Would yield a 600 yecch reduction That s 50% more yecch reduction for 
the dollar Clearly a better buy It s a more efficient choice because it gets 
total yecch in Luvly City down to 3000 per month at less cost If that isn t 
low enough we can reduce it to 2500 by instructing firm D to alter its 
production process Firm C the biggest polluter m the group would be 
ordered to shift to process 2 only if we still wanted a further reduction m 
yecch emission And we should want rt m our capacity as council members 
pursuing the public interest only if we estimate that r reduction of yecch 
from 2500 to 2100 is worth more to the community than $2400 per month 

It isn t easy to assign dollar values to blue skies or odorless air and thus 
by extension to put a cost tag on a unit of yecch We don t have the mfor 
mation we would have if there were a practical way for each citizen to 
express his valuations with a dollar bid But we re being asked to assume 
the task as members of the City Council precisely because the transaction 
costs are prohibitively high So we must make our estimate We pass an 
ordinance charging (taxing) each firm $4 50 per unit of yecch emitted per 
month Can you use table 14A to predict what will happen? Try it before 
reading on 

If they continue to use process 1 the firms will have to pay respectively 
$2250 $3600 $7200 and $3150 per month-for the light to continue using 
the air of Luvly City as a dump That might force one or more out of busi 
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ness But we'll assume their revenues continue to be adequate m order 
to see what adjustments each would want to make short of shutting down 
operations 

Tl.| i I, 1 ■ H ’ 1 * " ’ * 


choose to continue with process 1 Firm B saves $2700 by shifting to 
process 2, it will choose to do so since the additional cost is only $2400 
The tax saving for firm C is $1800 and for firm D it is $2250, they will both 
find it more economical to continue with process 1 The end result of the 
new ordinance, therefore, will be (1) a shift to process 2 by firm B and 
retention of process I by firms A, C, and D, (2) a reduction of yecch emis- 
sions to 3000 per month, (3) tax revenue for Luvly City of $13,500 per 
month, revenue that could perhaps be used to compensate those whose 
lives are made less pleasant by yecch emissions We are ignoring the cost 
to the city of enforcing the ordinance, an adequate social accounting 
should include that 

Try your hand at calculating the consequences of other tax rates You 
can demonstrate that firm D will be persuaded to shift to the more expen- 
sive but less polluting process 2 by any tax greater than $4 80 Firm. C 
won't be induced to shift until the tax climbs to $6 Firm A will stick with 
process 1 unless the tax uses to $12 But after $8, firm C will shift to 
process 3 since doing so reduces yecch emissions by another 300, a tax 
saving of more than $2400 at any tax rate above $8 A tax rate of $12 (or a 
little more) will cut total yecch emissions to 1600 300 + 200 + 900 -f 200 


license to Pollute? 

let's be dear what weTe doing by taxing yecch We aie selling firms 
the right to put yecch in the air We are not selling them a "license to 
pollute," not as long as the tax adequately measures the cost to society of 
an additional unit of yecch For pollution is a cost dumped on others infft- 
out their consent You may argue if you wish that it is the city council that's 
consenting, not the affected citizens And that's a valid point But by 
questioning the right of the council to speak for the citizens, you question 
the right of the council to intervene at all Keep that in mind Lots of 
people nonetheless object to environmental protection through taxes 
because they can't get beyond the notion that it “licenses pollution" or 
that it "allows rich polluters to go on polluting while penalising the poor 
polluters " 

But look again at what happened with a $4.50 tax Firms A, C, and D 
paid it without reducing their emissions Firm B cut back. There is no 
evidenct that any cf the firms is larger or ocafftwr than any oilier We provided 
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no information on this question because it isn t relevant to their responses 
Each firm responds to the tax by comparing marginal costs and marginal 
gams 

What would have occurred had the city council adopted the much too 
common procedure of putting the same flat ceiling on the yecch emissions 
of each firm? The answer is more yecch emissions at the same social cost 
or the same yecch emissions at a higher social cost it couldn't set the 
maximum below 900 without driving firm C out of business So try 900 
Tile total cost will be $4800, and total emissions will be 2900 But the 
council could have reduced emissions all the way to 2500 for the same 
$4800 cost by persuading firms B and D to shift to process 2 (Any tax rate 
above $4 SO would have that consequence ) 

The advantage of a properly set tax is that it internalizes externalities 
It puts the costs of action on the actors and says to each "Make your best 
adjustment in the light of your special circumstances Our simplified 
example actually understates the effectiveness of this approach by assuming 
that there s a single, given cost of adjustment for each firm In reality firms 
will usuallv hunt for and find lower cost techniques for reducing emissions 
when the tax gives them an incentive to do so The fact that no two firms 
will ever have identical production processes and that the managers of a 
firm will have better knowledge of their own processes than any legislative 
body is an additional reason for choosing the tax 

On Political Obstacles 

The tax approach also reduces the inevitable political problems associ- 
ated with efforts to eliminate pollution A flat ceding tends to present firms 
with immediate all or-nothmg choices and to arouse intense political 
opposition The firm s managers will claim that they can't meet the stan 
dards, that they will have to shut down throw people out of work, reduce 
ihe community's tax revenues, and inflict a long parade of horrible 
secondary consequences on the region in which they operate The typical 
response of agencies charged with administering the new regulations is 
then to grant a delay, during which the firm does little except lobby for 
another delay If the community does not want to impose an additional 
financial burden on the plant perhaps out of fear that the plant might be 
closed, it could grant a lump sum subsidy to the firm and tlitn impose 
the tax 

Many people incorrectly assume thatgranting such a lump sum subsidy 
to a polluter before imposing a tax on the polluting activity would cancel 
out the effect of the tax But that would only be true if the subsidy were 
based as the tax would be, on the amount of the firm's pollution No one 
is recommending that A good analogy to clarify the distinction is fee pro- 
posal to raise the gasoline tax and return the revenue to the public through 
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an income tax rebate Suppose you had to pay an additional 50? per gallon 
tax on gasoline but your income tax was reduced by $200 The additional 
$200 per year m spendable income would have a shjfif tendency to increase 
the amount of gasoline you purchase, assuming that your income elasticity 
of demand for gasoline is positive But the effect on your dnving habits 
of this increase in your income would be insignificant in comparison with 
the effect of the higher price for gasoline The proposal would defeat its 
purpose only if the rebate were based on the quantity of gasoline pur 
chased during the year-an absurd suggestion that no one is making 

The purpose of the lump sum subsidy would be to compensate the 
polluting firm for the reduction in its wealth caused by imposition of the 
tax But the tax if properly set, would still give the firm the incentive to 
reduce its pollution 

Perhaps nothing could make a larger contribution to the formulation 
of effective environmental policy than agreement on the fundamental 
proposition Pollution is a cost generated by activities that produce bene- 
fits for those who undertake them, but a cost not borne by those who 
engage in the activities This definition gets simultaneously at the nature 
of the problem and the condition of its resolution The problem is that 
some people must bear costs to which they have not consented The solu 
tion is to impose those costs on the people for whose benefit they are 
generated 


WHO SPEAKS FOR THE FUTURE 7 

And this gets us to the problem of future generations For current activ 
lties generate costs that may in part be home by future generations Those 
who are not yet bom or who are too young to make their voices heard 
seemingly have no opportunity to express their preferences about the 
current allocation of resources Even if everyone now alive consents to 
the discharge of chemicals into a lake, either because it does not affect 
them or because they have receiv ed compensation, can we really say that 
no pollution is occurring 7 5ome unborn fishermen might want to protest 
vigorously, and might refuse to give their consent even if offered a very 
large compensation-were there any way to consult them 1 Who controls 
pollution on behalf of future generations 7 

1 And nobody ever seems to consult the fish. The authors expect to have a tough fame 
persuading the ed tors to let that stand as a serious objection further evidence of the blindly 
anthropocentnc nature of our thinking There were times in human history when it was 
considered equally absurd toassgn any social value to the preferences of sbves or serfs or 
members of inferior' races or women Today's certainties have a way of becoming tomor 
row' s insubnhes [The editors read through this without blinking ] 
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The answer is the present generation Its members may or may not be 
effective spokesmen for future generations but no one can deny that 
decisions in the present will always be made by the present generation No 
one else is around Moreover they will make those decisions with an eye 
on the future because all decisions are made by looking to the future 
The past is sunk cost and irrelevant to decision making its the future 
that matters 

But how distant a future? That will depend on die rate at which people 
in the present discount future events But we had better go round about if 
we hope to achieve clarity with respect to this ntngmng often misunder 
stood and highly perplexing question let s detour through the issue of 
cmervalm 


Principles of Conservation 

Some resources seem to be dearly nonrenewable They exist m a finite 
amount they cannot be recreated and once exhausted they are gone for 
ever The fossil fuels are the most common example What does it mean 
to practice conservation of fossil fuels on behalf of future generations? 
Let s see first what it cmot mean 

It cannot mean to use them up at such a rate that all subsequent genera 
tions will be able to utilize them at the same rate For no matter how low 
the rate of current use a finite resource will eventually be exhausted if 
that rate persists 

Nor can it mean not to use them at all For a resource cannot be con 
served for the j/sr of future generations if it is only bequeathed to them on 
the condition that they not use it But they may not use it if it is their task 
also to bequeath it to the future An unusable resource is not a resource 

Then what m we mean by the consen ation of nonrenewable resources? 
Let s shift the question and ask what we do mean For we do practice con 
servation We don t consume everything now without making any provi 
Sion for the future How do we decide? What criteria are used m a system 
where resources are privately owned? The easiest way to see what happens 
is to ask What determines the rate at which the owner of a nomenewable 
resource decides to mine that resource? 


Allocating Production over Time 

Every possible production program will yield a particular pattern of 
flows over time such as 10 000 barrels each year until the oil well is 
depleted in 1995 or 15 000 tons of coal per month for the first year 16 000 
tons per month for the second year and so forth The possibilities are 
infinitely variable But the resource owners are aiming ultimately at a 
flow of wf revenue and the flow of the resource is only a means to an end 
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If the price of the resource is currently lower than it's expected to be five 
years from now because world production relative to demand is greater 
today than it's expected to be in five years, then a barrel or ton of produc- 
tion will be expected to yield more net revenue if its production is post- 
poned for five years than if it's undertaken now (That assumes production 
costs remain the same Changing production costs complicate the calcu 
lahons but don't alter the principles ) Here is our first clue to the way 
conservation actually does occur Resource owners reduce production in 
years of expected low prices in order to expand production in years of 
expected high prices The same processes that we observed in chapter 8 s 
discussion of speculation are working in this case 
A second principle follows immediately Insofar as producers correctly 
anticipate future supply and demand conditions they will continually 
adjust the rate of production to even out the pattern of resource prices 
over time Thus, if the price is expected to be a great deal higher next year 
than this year, the owners will want to reduce sales this year in order to 
expand them next year, and that will raise this year 7 s price while lowering 
next year's price Once again it's simply the process of moving resources 
through time in response to anticipated future conditions that we exam- 
ined in chapter 8 


Discounting the Future 

But now comes the interesting part With constant costs of production 
and no general inflation, we would expect the price of the resource to mt 
fad i yMr-assuming that it is indeed a resource whose total quantity is 
fixed forever and that producers correctly anticipate the future Why? 
Because net revenue in the future is less highly valued than net revenue 
now If the interest rate is 5%, then $100,000 this year will grow to $105,000 
next year So producers discount expected future revenue at some positive 
interest rate What this means is that an expected price next year no higher 
than this year's price will be regarded by producers as a less advantageous 
price than the current one So they will expand current production at the 
expense of next year's production And their response, of course, wifi then 
reduce this year's price and raise next year's. The rate of output will con- 
tinue to be adjusted in this way until next year's price is sufficiently higher 
than this year's to yield producers the larger net revenue they demand as 
a condition of delaying production for a year How much extra net revenue 
they will demand and, consequently, how much higher next year's price 
must be and how much lower next year's output depend on the rate at 
which producers discount future income 

And this is the insight we're after Resources will be conserved for the 
future as producers try to maximize the value of their expected income 
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Too rapid a rate of production now would mean much higher prices at 
some future date, and that would offer an wcentn e to reduce production 
now m order to conserve the resource for later sale when the pnce is 
expected to be more advantageous But Hus does not lead to the same rate 
of production year after year because producers don t place an equal value 
on the same prices year after year A future pnce has the same vaiue to 
them as a present pnce only if it yields the same discounted income The 
general conclusion now emerges The stock of a nonrenewable resource 
will be gradually exhausted with the rate of production and use declining 
steadily over time and the price nsing steadily over time To put it another 
way We do conserve resources foi the future but remote years receive 
progressively less How much less depends upon the rate at which we dis 
count future income At a high rate of discount we consume resources 
rapidly at a low rate of discount we spread their consumption out farther 
into the future 


Whose Rate of Discount 7 

Don t conclude that the relevant rate of time discount is the rate of time 
preference that resource owners happen to have It s the social rate of 
time discount as reflected in the prevailing interest rate that determines 
the distribution of production over time The fact that a coal mine owner 
has a high persona! rate of time preference won t induce him to mine the 
coal faster If he discounts the future at a rate higher than the prevailing 
interest rate he will want to consume his income faster than the average 
But it won t be to his advantage to mine the coal faster he will instead 
elect to sell the mine to obtain present income for consumption And the 
highest bidder will be someone who intends to produce at the rate that 
maximizes the present value of expected future net income from the mine 
when that net income is discounted at the prevailing socially determined 
interest rate 

Now comes the sticky question Do the private rates of time pieference 
that create a prevailing social rate of interest yield a jnsh/iM social rate of 
time discount? To put it simply Do we have the right to assign a lesser 
importance to the satisfactions of future generations than we assign to our 
own satisfactions? Is that ethically defensible 7 However difficult it may 
be to implement such a goal, is the present generation not morally obli- 
gated to act as if the proper social rate of time preference were zero 7 In the 
language of economics, that's what those conservationists are calling for 
who want us to give to future generations the same right to share m the 
earth's resources that we claim for ourselves That is why some of those 
who understand the way m which the market system allocates resources 
between present and future object to its operation 
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Our society is deeply divided on this issue The dearest evidence of 
the division may be the polarization of opinions that so often manifests 
itself when we debate the probability of disastrous long-run consequences 
from some current practices For example, should we stop using aerosol 
sprays? No one knows for certain whether they are gradually changing 
the earth 5 atmosphere or not Our continued use of these sprays may have 
disastrous consequences for people living m the year 2100 let s assume 
arbitrary that the probability is 05 there 5 one chance in twenty that the 
sprays are a time bomb that will go off in the face of people 125 years from 
now nineteen chances in twenty that they won t have any deleterious 
effect Against this we have the probability of 1 0 that we will be mcon* 
wntenced by giving them up it s 2 certainty it> other words VlhHpeopk 
faced today with those options vole to outlaw aerosol sprays? 

Some will with no hesitation The risk is too great, they will say The 
convenience of aerosol sprays is not enough to outweigh even a 5% chance 
of disaster Now if that 5% probability of disaster were only one year in 
the future it 5 hard to believe that anyone would prefer to gamble But 
125 years is a long time None of us will be alive then nor will anyone 
be alive whom we know and care for And thus many people heavily 
discount that 5% probability It's too far off to worry about' Events in 
the distant future are not as vividly imagined by most of us and do not 
therefore have the reality of imminent events And so we assign them a 
lesser importance in making present decisions The polarization of opinion 
in our society on this and similar issues with some calling for immediate 
and drastic action and others calling at most for further research is com- 
pelling evidence of profound disagreement on the proper social rate of 
time discount 


Taking Chances with the Future 

On the other hand the greater uncertainty associated with more distant 
events is legitimate grounds for discounting them to some extent A 5% 
probability of disaster next year really is a higher probability than a 5% 
probability of disaster in 125 years That seems contradictory at First a5% 
probability is a 5% probability But probability estimates are always based 
on prfsfnt kncicltdge There is a much smaller probability that we 11 discover 
something new in the course of one year that will alter the situation favor 
ably than that we 11 make some such discovery within a 125-year span 
Uncertainty about the future means that we cannot knout what course of 
action is called for in the present by a zero social rate of time preference 
(or any other rate) And the social importance of new knowledge makes 
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the more distant future radically uncertain Some people are optimists 
because they think new scientific discoveries will rescue humanity from 
all the disasters novt being forecast But others criticize this optimism and 
call it wishful thinking Everyone agrees that new knowledge could make 
all the difference, they disagree on whether it will Only one thing is 
certain No one can predict' For if new knowledge were predictable we 
would already know it and it wouldn t be new knowledge In disagreeing 
on whether new knowledge will come to save us, we are disagreeing on a 
question that cannot be conclusively answered 
A society that is not highlv averse to risk and that is characterized by 
overwhelming optimism will discount future events at a high rate, spend 
lavishly, take chances, and leave to future generations a wasteland? 
Perhaps But not necessarily For such a society is likely also to be marked 
by a high rate of innovation that may far more than compensate future 
generations for the resources consumed m the present That society may 
for example consume the earths fossil Fuels at a frantic rate and perfect 
the fusion process or fail to find the secret of fusion and leave its 
descendants impoverished 


One More Question 

To all of these uncertain conclusions wc must add a final question Sup- 
pose we were to agree that the market system with private ownership of 
resources does not give adequate weight to the claims of future genera 
tions What alternatives exist 7 Better forecasting would help So would 
an improved system of futures markets And education, especially the 
education that occurs as people discuss alternative values could make 
important differences in the way we manage present resources But the 
agency to which the critics of current procedures invariably turn is the 
government If the market does not yield the best possible results, the 
government ought to intervene 

Is it likely, however, that government intervention will on balance move 
events in more desirable directions? That question has already arisen 
many times m this book It will be a central question in chapters 16 to 26 
as we examine the problems of recession and inflation the system of inter- 
national exchange, and the tools of fiscal and monetary policy Talleyrand 
said that war was too important to be left to the generals The economic 
functions of government may be too important to be left exclusively to 
the political scientists Chapter 15 brings the government out from behind 
the curtain as it applies the economic way of thinking to the decisions that 
governments make 
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QUESTIONS FOR DISCUSSION 

1 All these questions involve some degree of incompatibility between alter- 
native goods How are such conflicts of interest to be resolved? 

(if} Do owners of motorcycles have the right to improve the operation of 
their vehicles by removing the mufflers? 

(!) Do zoning laws infnnge on property rights or protect property rights’’ 

(c) Vo commercial airlines have the right to interfere with your television 
reception by flying over your house? Should they be compelled to compen 
sate you for the violation of your air space? What would happen if a way 
were found to compel commercial airlines to compensate everyone adversely 
affected by their operation? 

(d) What m ould you expect to occur if motorists were required to pay a 
tax per mile driven approximately equal to the costs their driving imposes 
upon all others in the society? (Assume we somehow obtained the necessary 
information on these costs } Would you favor such a tax? Why or why not? 

if) A large mulberry free in your neighbor's yard provides you with wet 
come shade but gives him only a lot of inedible and messy mulberries. He 
wants to cut the tree down Does he have the legal right to do so? Does his 
action affect the value of your property? Is it better from a social point of 
view that the tree be felled or remain standing 7 How might an answer be 
found and the better result obtained? 

(/) Do the owners of land along the highways have a right to erect bill- 
boards on their own private property? Who owns the view from the high 
way? If motorists intensely dislike billboards that despoil the countryside 
could they get together and bribe farmers to remove them? What would be 
some of the difficulties in the way of such a solution? What arguments could 
be used to support this kind of approach? 

2 Does an extremely bright student create any externalities for other students 
in her classes? Can you mention some specific external costs? Some external 
benefits? How could such a student be persuaded to internalize those exter 
nalities? What would that imply? 

3 How many instances of significant externalities can you find on your cam- 
pus? Why do they arise? How might the people who create them be brought 
to internalize them? 

4 You have the right to five in a house and do everything with it and to it tliat 
owners usually can do a repl sell it Is it your property? Are your actions with 
respect to that house likely to be different from what they would be if your 
ownership included the right to sell the house? In what ways? 

5 You own a car and live m Lower Manhattan In what Ways are your property 
rights in the car limited? What consequences are these limitations likely to 
have for the decisions Manhattanites make with respect to cars? 
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6 I know 1 ought to buy an umbrella, but 1 always lose them within two 
months ' In what sense does this person have a weak property right? How 
is that affecting his decisions? Would you expect to find more or fewer 
umbrellas ifl use in a society where umbrellas are regularly stolen or mislaid 
than in one where they are rarely lost? Why? 

7 No one "owned" the bison that roamed the Great Plains m the nineteenth 
century How did this fact contribute to their near extinction? 

8 Why are antique stores in large Cities so often clustered together in one 
area? Are the owners looking for competition? Why do the location policies 
of antique stores differ so markedly from the location policies of grocery 
stores? 

9 In Apnl 1975 a federal jury in Miami ordered the seller of a radial tire to pay 
$23 million in damages to a family because of a fatal accident that followed 
a blowout of the tire The tire was under a 40,000 mile warranty and blew 
out at 31,000 miles The seller contended that an improper tube had been 
placed in the tire that the tire was underinflated, and that the driver (who 
was the plaintiff tn the suit) had handled the car incompetently after the 
blowout 

What consequences would you predict if this decision is allowed to stand 
and become a precedent? Is the decision likely to promote an "optimum 
trade-off between accident and prevention costs '? 

10 Trace out the sequence of probable consequences from the imposition of 
taxes On the pollutants that Steel mills emit into the atmosphere How might 
such taxes affect the distribution of wealth and the allocation of resources? 

11 'Taxes can't control pollution They'll just drive the little firms out of busi- 
ness while the big firms who can afford to pay, go nght on polluting " Do 
you agree? 

12 What 5 the difference between a tax on noise emitted by cats without 
mufflers and a fine for not having a proper muffler? 

13 What effect would an increase m the social rate of interest have on the rate 
at which a society consumes nonrenewable resources? 

14 If the present legal owners of such nonrenewable resources as oil and coal 
suspect that their property will be confiscated in whole or in part within 
the next ten years, how will their present decisions be affected? 

15 Whether or not to develop nuclear power as an energy source is a highly 
controversial issue in our society Scores of experts have volunteered their 
testimony on both sides Why are the experts in such fundamental dis- 
agreement? 
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Do you beheve m Jetting free enterprise solve our economic problems 
or in turning them over to government? 

Most people have an answer to that question They believe that each 
sector should handle those problems with which it s best equipped to 
deal But very few people give much systematic thought to the differences 
and similarities between free enterprise and government or wonder 
exactly why one or the other might be better able to deal with a particular 
problem 


'TREE ENTERPRISE' AND GOVERNMENT 
SIMILARITIES AND CONTRASTS 

Some of the standard contrasts dont hold up very well under close 
examination For example free enterprise is sometimes characterized as 
the competitive system But there is competition m government too as 
every election year demonstrates Within any government agency com 
petition for promotion exists among employees Competition also occurs 
between government agencies vying for a larger share of appropriations 
The two major political parties are continually competing The executive 
branch competes with the legislative congressmen compete for committee 
assignments even district judges compete with one another in the hope 
of an eventual appointment to a higher court 
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Another alleged characteristic of the free enterprise system is its empha- 
sis on "individualism " But very few Americans who participate in the 
free enterprise system do so on their own as rugged individualists Many 
go to work for large corporations right after leaving school and continue 
as employees until retirement Is there any significant difference between 
working in Baltimore as an employee of the Social Security Administration 
division of the Department of Health, Education, and Welfare or in flint 
as an employee of the Buick division of General Motors? When Britain 
experimented after World War II with nationalizing, de-nationalmng, and 
re nationalizing its steel industry, most of the employees (and lots of other 
people, too) had trouble discerning any difference Some of the characters 
who frequent the halls of Congress seem far more individualistic; or at 
least more idiosyncratic, than the people who pass through the corridors 
of business 

Others would distinguish "free enterprise" from "government" by 
reference to the goals or motives that shape policy But surely this is naive 
The congressman who claims that "the public interest" is his objective 
will often have his attention riveted to the particular interests that can 
effect his re-election or defeat The members of the Interstate Commerce 
Commission are indeed charged by law with regulating the nation's trans- 
portation system in accord with the "overall" needs of the economy, but 
their day by-day decisions nonetheless reflect the tug of narrower objec- 
tives, including each member's desire to maintain and extend the influence 
of the commission and his own power, income, and status The goals and 
motivations of the people who comprise "government" are not demon- 
strably different from the goals and motivations of those in "free enter- 
prise " Moreover, the rhetoric of 'the public interest" has m recent years 
been adopted by many business firms whose owners and managers are 
eager to persuade the public that social responsibility and not maximum 
profit is the ultimate touchstone of their decisions Rhetoric just cannot 
be relied upon to give a faithful reflection of reality 

Economic Theory and Government Action 

Economic theory attempts to explain the workings of the ' free enter- 
prise" system on the assumption that all participants want to advance 
their own interests and try to do so in a rational way The marginal cost- 
marginal revenue rule that we introduced explicitly in chapter 10 but have 
in fact been using throughout the book is merely a formal expression of 
these assumptions The way to advance one's interests is to expand each 
activity whose marginal revenue exceeds its marginal cost and to contract 
any activity where marginal cost is greater than marginal revenue The 
economist does not assume, as we have pointed out before, that money or 
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REGULATION AND IMPARTIAL DECISIONS 

There is only one commercial bank in Key Biscayne Florrch 
In September 1973 flic Comptroller of the Currency w hose office 
| must approve all applications for national bank charters rejected 
the application of a group of investors who wanted to open a 
second bank in Key Biscayne The existing bank with which it 
! would have competed was run by Charles (Bebe) Rebozo Mr 
Rebozo and another dose friend of President Nixon Robert 
Abplanalp a director of the Rebozo bulk attended the public 
hearings in Atlanta on the application The regional administrator 
For the comptroller contended that the application was turned 
j down because the population of Key Biscayne isn t large enough 
I to support two banks and that one of the banks would be liable 
to fail 

The rejected applicants protested that they were the victims of 
political favoritism That would be a difficult charge to subshn 
1 bate or refute But one might legitimately ask why a group of 
private investors would want to risk their money in a venture that 
would probably fail Is the Cbmptrollei of {he Currency likely to 
be the best judge of the rate at which an area will grow and of the 
commercial prospects of a new bank? 

! When the gov emment assumes an extensivp responsibility for 
1 preventing business failures as it does with banks officnJs will 
. understandably be reluctant to allow additional competition The 

degree to which inappropriate political considerations affect their 
decisions will be almost impossible to determine 

1 


material goods are the only costs and revenues (or benefits) that consumers 
and producers care about or that the interests people pursue are narrow 
and selfish ones Economic theory can throw light on the social conse- 
quences of every kind of human interest 1 * * * Why shouidn t it also apply to 
the human purposes and the social processes that control the course of 
government activities 7 

We arent trying to expound a political philosophy here or lay out a 
comprehensive theory of the state We re only asking why the principles 
that guide production of the privately owned New Yorker should be so 

1 An interest m chaos might be the one except on In a society where people did not 

value rationality but celebrated instead the rule of capnce accident and purposeless action 

economic theory would have almost no predict ve power Its predictive power is correspond 

mgly greatest m those areas of social life most marked by foresight and premeditated action 
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different from those that guide production of the government owned 
Federal Reserve Bulletin And we re suggesting that they really are not so 
different as people commonly suppose Governments as well as privately 
owned firms produce commodities and services Governments too can 
only do that by obtaining productive resources whose opportunity cost is 
the value of what they would have produced in their next most valuable 
employment Governments as well as privately owned firms must there 
fore bid for the resources they want and offer the owners of those resources 
adequate incentives You 11 want to note that the government can use nega 
tive as well as positive mcentives the threat of imprsonment for example 
may be a major incentive as some people decide what portion of their 
income to offer the Internal Revenue Service each spring. Governments 
even face the problem of marketing their output and of price searching 
though monetary pnces do play a much smaller role in the distribution of 
government products But there can be no doubt that demand curves exist 
for government goods and that since these goods are characteristically 
scarce they must be rationed by means of some discriminatory criteria 
And the people with a demand for government goods will consequently 
compete to satisfy those criteria to pay the established price 



Government and the Market 


385 


The main advantage of looking at government in this way is that it 
counters the tendency to dunk of government as a deus ex mchm a magi 
cal power that can resolve difficulties on command the way a playwright 
does so neatly in the final act of every farce It makes us more realistic m 
what we expect of government It encourages us to ask about the conch 
tions that enable government to act effectively m any given circumstance 
and not just to suppose that government always gets what it wants or 
catches what it chases This way of looking at government also reminds 
us that the immediately preceding sentence was misleading in its sugges 
tion that government is an it' for government is really many different 
people interacting Finally this perspective on government encourages us to 
look for the actual marginal costs and marginal benefits that guide govern 
ment actions and follow from them 
The term free enterprise is probably more useful to orators than to ana- 
lysts The distinguishing characteristic of any economic system we have 
previously suggested is the way it assigns responsibilities Whom do we 
allow to do what? Whom do we encourage to do what? Who reaps the 
consequences, good or bad? A system of pnvate property is one system 
for assigning responsibilities Such a system js primarily coordinated 
through the voluntary exchanges to which people are led by the ratios of 
exchange {relative prices) they observe with these prices continually 
adjusting in response to people s decisions to buy or sell That s the social 
process this whole book has tried to describe But it s far from the answer 
to everyone s dreams In chapter 14 we examined the market system with 
an eye to the question of what enabled it to work effectively and what 
contributed to a less than satisfactory performance We re really just con 
ftmimg that question in this chapter, with a change in emphasis We re 
still looking at social exchange and the institutional context within which 
it occurs But now we are paying particular attention to government as 
an entity both operating within the system and operating to change the 
structure of the system 


The Impartial Umpire 

The concept of government as Impartial Umpire has a long and honor 
able history There must be rules for the ordering of any society and some 
procedure for securing their application and enforcement The Latin word 
for rule is regnla and the government is usually thought of as the ultimate 
regulator or rule maker The rules can be either few and general or many 
and detailed Pnvate property is one such general rule whose enforcement 
takes the place of man) detailed rules The clear assignment of property 
nghts provides a basis for the ordenng of society through voluntary 
exchangeamong its members with minimum interference by the umpire 
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But that order becomes less satisfactory as the transaction costs of volun 
tary exchange increase As the cost-to benefit ratio of market coordination 
rises hierarchical coordination becomes relatively more attractive 
We saw in chapter 9 how hierarchical coordination will be substituted 
for market coordination even without intervention by the ' umpire , the 
growth of business firms and other private organizations illustrates this 
process In this chapter we want to look at some of the circumstances that 
give rise to a demand for intervention by the umpire ' the forms such 
intervention may take and the consequences of that intervention Weve 
actually been doing this throughout the book of course, market' and 
government don t exist m separate worlds We've examined govern- 
ment attempts to control prices to redistribute income or improve the 
allocation of resources through taxes on pollution All of these presumably 
occurred in response to a demand for 'intervention by the umpire But 
we haven t yet looked systematically at what happens when the govern- 
ment decides to put particular private producers under detailed control 
or itself takes over the production of goods That s what we want to do now 


GOVERNMENT AS REGULATOR 

The standard example of a private producer under detailed govern 
mental control is the public utility Why and how are public utilities 

regulated ? 

Let s consider a privately owned company that generates and distributes 
electricity The prices such companies charge and the services they pro- 
vide are usually subject to control by some government agency Why? The 
usual answer is that they are natural monopolies ' 3nd that their prices 
and service consequently cannot be adequately regulated by competition 
Competition presupposes a number of firms that are able to provide ser 
vices of roughly equivalent value But it would be very costly to have an 
area served by more than one electncal utility The cost of constructing 
and maintaining separate transmission systems would be almost as high 
for each of three or four separate companies as it would be for a single 
firm that served all the customers m an area In other words, there are 
economies of scale in the distribution of electricity natural gas telephone 
service or water, and these economies cannot be realized if more than one 
firm serves an area 1 So governments typically award an exclusive fran- 

1 We must be careful not to define thetertnpdM cu| /ifyui a cirCularand question begging 
way The fact thata particular industry is classified as a public uhl !/ does not mean that it 
cannot be regulated by competition r/ our definition of puihi utility i5 the common dictionary 
definition. An industry providing public services and regulated by the government It is a 
matter of fact, not of definition whether the economies of Kale associated with the produc 
bon of a particular good make competition too costly for the government to allow it 
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chise under which one firm and one firm onI> is allowed to sell electricity 
within a geographic area With competition thus excluded by iaw, the 
government assumes the responsibility for seeing to it that the utility 
provides adequate service at fair prices 
We ought to recall at least in passing that a power company with an 
exclusive franchise is not protected from all competition For there will still 
be substitutes for electricity in a wide range of uses Moreover, large users 
have the option of generating their own electricity, and that limits the 
prices the power company can charge Variations in the rates between 
regions will also influence location decisions by industry and thus affect 
the demand for electricity in the long run, both from the industries and 
from the population that follows industry So electric utilities do compete 
for customers even though each has an exclusive franchise in the area it 
serves But advocates of regulation maintain that the competition they 
face is not enough to prevent utilities from earning exorbitant profits at 
the expense of their customers Voluntary exchange will lead to unaccept 
able results The customers must be protected by government regulation 

Principles of Public Utility Regulation 

The basic concept m utility regulation is that of a reasonable return on 
investment The regulatory commission is supposed to approve a schedule 
of rates that will yield the power company a revenue sufficient to cover all 
its costs plus a "reasonable profit " while also making sure that the com- 
pany gives fair treatment and adequate service to all its customers But 
the relevant variables turn out to be exasperatmgly slippery 

In the first place, the schedule of prices doesn't uniquely determine the 
firm's revenues because demand curves are not perfectly inelastic That, 
however, is probably a minor problem the elasticity of demand can 
usually be calculated with tolerable accuracy More serious is the fact that 
a firm which is guaranteed a certain return beyond costs has little incentive 
to keep costs down The managers of the utility may pay themselves 
exorbitant incomes, not in the open form of high salaries which the com- 
mission could order them to reduce, but m the disguised form of company 
cars, large expense allowances, thick office rugs, generous vacations, 
Acapulco conferences, and numerous assistants to ease their burdens of 
work A firm that is not under competitive pressure to produce efficiently 
and hold down costs can find more than enough excuses to let costs nse 
It may even include in its costs the expense of an extravagant advertising 
campaign designed to persuade its customers that the utility is a wholly 
pubhc-spinted organization that shouldn t be harrassed by unsympathetic 
commissioners 

We get to the really tough questions, however, when we ask what is 
meant by a reasonable return It's usually stated as some percentage on 
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investment How is the commission supposed to determine the amount 
of the utility's investment? Is it the amount originally spent to purchase 
the firms existing capital equipment? That makes sense as long as the 
utility was not guilty of foolish or imprudent expenditures If inflation or 
deflation has occurred in the interim the amount could be adjusted up or 
down by some index of the general price level On the other hand, a case 
can be made (or calculating the nhte at investment at the present repkce 
ment cost That becomes especially tricky, though, when the firm would 
not want to replace existing equipment with new equipment of the same 
kind How do you calculate the present replacement cost of something 
that's no longer being manufactured? But why would anyone want to cal 
cuJafe the valueof investment at replacement cost rather than ordinal cost? 

Legal discussions of reasonable returns to regulated utilities have long 
tended to focus on the issue of fairness to past investors That directs 
attention to original costs The economist is at least as interested in the 
question of the attractiveness of returns to potential investors And that 
directs attention to current costs By setting prices that lead to expectations 
of low future revenues the commission can make it impossible for the 
company to secure capital for expansion, improvement, or even the main' 
tenance of present facilities If demand is growing rapidly, or if the utility's 
equipment is becoming obsolete or if environmental regulations require 
extensive changes in technology, a stingy commission can be an eventual 
disaster for the customers the commission is supposed to protect 

The target at which the commission wants to shoot is an expected net 
revenue which will attract an adequate flow of new capital But to hit that 
target except by accident, the commission will have to become a fore* 
casting agency And if the variables were hard to fix with confidence 
before, they become impossible for anyone fo determine now-at least 
in the absence of detailed and specialized information That information 
may be available Thepower company may have it, at least insofar as any- 
one could be said to "have' information on future events Most large firms 
do try, though to forecast future demand, pertinent legislative changes, 
technological innovations, and the state of the market for capital funds 
But if the commission relies upon the company for the crucial data it uses 
to establish rates, is the commission or the company finally setting those 
rates? Why have a regulatory commission if it's only going to tell the com- 
pany it may do what it thinks best? 


Whom Do Regulators Represent 7 

There is a strong tendency for regulatory commissions gradually to 
adopt the point of view of the firms they regulate Sometimes this is called 
the "capture" of the regulatory commission But the military metaphor is 
too dramatic Nor is it any simple matter of selling ouMhough commit 
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sioners have been known to accept favors that could hardly fail to affect 
their judgment Commissions often adopt the point of view of the firms 
they regulate simply because they confront the same problems receive 
the same information and by working together come to a lot of common 
perceptions 

Where this docs not occur at all it is highly probable that the regulatory 
commission has decided to adopt an adversary position to regard the 
regulated firm as the enemy whose data are vlways distorted and whose 
intentions are consistently vile This is the attitude many people seem to 
expect from regulatory commissions, presumably because they them 
selves are convinced that nothing good can ever be expected from a utility 
unless its arm has been twisted by guardians of the public interest It is 
by no means clear that an adversary relationship leads to better results 
than a coz) relationship An adversary relationship between political 
regulators and electrical utilities may be especially dangerous when the 
demand for electricity is soaring while environmentally acceptable and 
low-cost ways of generating that electricity are disappearing New York 
City provides an instructive case stud) Complex decisions involving rate 
changes, service cut-offs to nonpaying customers, property taxes rights- 
of-way for transmission systems low sulphur fuels electrostatic preapi 
tators, the siting of new plants and the hazards of nuclear power (there 
are more) are not likely to be well made when made jointly by Con Edison 
and politicians who see the company as a dragon and themselves as 
St George 1 

One of the possible advantages of having regulators take on at least m 
part a company perspectiv e is an extension of the regulators time horizon 
The rate of time discount has a great deal to do with effective government 
regulation of industry A commission is not serving the public interest if it 
secures low prices and good service for customers this year at the cost of 
a breakdown in service or very high rates a few years hence This sort of 
trade-off is frequently possible m the conduct of a business For example, 
the managers of a firm could allow the equipment to deteriorate and pass 
the cost savings on to stockholders as higher dividends But the managers 
usually know that is not an effective way to win the stockholders' favor 
For the market will take account of the expected decline in future earnings, 
the price of the stock will fall, and the owners of the firm will sustain a 
capital loss greater than their gam in dividends The fact that owners pav 
attention to the capitalized value of expected future earnings induces 
managers to make provisions for the future That s why only criminal or 
grossly incompetent corporate managers will exploit a privately owned 
enterprise for short term gains at the expense of its long term health 


1 The problems have been well described by Roger Stirr Tower and the P«pfc-S>e 
Case of Con Edison T/ie Pablu Merest Winter 1972 pp 75-99 
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investment How is the commission supposed to determine the amount 
of the utility s investment 7 Is it the amount originally spent to purchase 
the firm s existing capital equipment? That makes sense as long as the 
utility was not guilty of foolish or imprudent expenditures If inflation or 
deflation has occurred in the interim the amount could be adjusted up or 
down by some index of the general price level On the other hand a case 
can be made for calculating the value of investment at the present replace 
ment cost That becomes especially tricky, though, when the firm would 
not want to replace existing equipment with new equipment of the same 
kind How do you calculate the present replacement cost of something 
that s no longer being manufactured? But why would anyone want to cal 
culate the value of investmentat replacement cost rather than original cost 7 

Legal discussions ot reasonable returns to regulated utilities have long 
tended to focus on the issue of fairness to past investors That directs 
attention to original costs The economist is at least as interested in the 
question of the attractiveness of returns to potential investors And that 
directs attention to current costs By setting prices that lead to expectations 
of low future revenues the commission can make it impossible for the 
company to secure capital for expansion improvement, or even the main- 
tenance of present facilities If demand is growing rapidly, or if the utility's 
equipment is becoming obsolete or if environmental regulations require 
extensive changes m technology a stingy commission can be an eventual 
disaster for the customers the commission is supposed to protect 

The target at which the commission wants to shoot is an expected net 
revenue which will attract an adequate flow of new capital But to hit that 
target except by accident the commission will have to become a fore- 
casting agency And if the variables were hard to fix with confidence 
before they become impossible for anyone to determine now-at least 
in the absence of detailed and specialized information That information 
may be available The power company may have it, at least insofar as any- 
one could be said to have information on future events Most large firms 
do try, though to forecast future demand pertinent legislative changes 
technological innovations and the state of the market for capital funds 
But if the commission relies upon the company for the crucial data it uses 
to establish rates, is the commission or the company finally sett ng those 
rates? Why have a regulatory commission if it s only going to tell the com- 
pany it may do what it thinks best? 

Whom Do Regulators Represent? 

There is a strong tendency for regulatory commissions gradually to 
adopt the point of view of the firms they regulate Sometimes this is called 
the capture' of the regulatory commission But the military metaphor is 
too dramatic Nor is it any simple matter of selling out -though commis- 
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sioners have been known to accept favors that could hardly fail to affect 
their judgment Commissions often adopt the point of view of the firms 
they regulate simply because they confront the same problems, recene 
die same information, and bv working together come to a lot of common 
perceptions 

Where this does not occur at all, it is highly probable that the regulatory 
commission has decided to adopt an adversary position to regard the 
regulated firm as the enemy whose data are always distorted and whose 
intentions are consistently vile This is the attitude many people seem to 
expect from regulatory commissions presumably because they them 
selves are convinced that nothing good can ever be expected from a utility 
unless its arm has been twisted by guardians of the public interest It is 
by no means dear that an adversary relationship leads to better results 
than a cozy relationship An adversary relationship between political 
regulators and electrical utilities may be especially dangerous when the 
demand for electricity is soaring while environmentally acceptable and 
low-cost ways of generating that elcctncih are disappearing New York 
City provides an instructive case study Complex decisions involving rate 
changes, service cut-offs to nonpaymg customers, property taxes rights- 
of-way for transmission systems, low sulphur fuels, electrostatic precipi- 
tators, the siting of new plants and the hazards of nuclear power (there 
are more) are not likely to be we!! made when made jointly by Con Edison 
and politicians who see the company as a dragon and themselves as 
St George 1 

One of the possible advantages of having regulators take on at least in 
part a company perspective is an extension of the regulators' time honzon 
The rate of time discount has a great deal to do with effective government 
regulation of industry A commission is not serving the public interest if it 
secures low prices and good service for customers this year at the cost of 
a breakdown in service or very high rates a lew years "hence This sort or 
trade-off is frequently possible in the conduct of a business For example, 
the managers of a firm could allow the equipment to deteriorate and pass 
the cost savings on to stockholders as higher dividends But the managers 
usually know that is not an effective way to win the stockholders favor 
For the market will take account of the expected decline in future earnings 
the pnee of the stock will fall, and the owners of the firm will sustain a 
capital loss greater than their gam in dividends The fact that owners pay 
attention to the capitalized value of expected future earnings induces 
managers to make provisions for the future That s why only criminal or 
grossly incompetent corporate managers will exploit a privately owned 
enterprise for short term gains at the expense of its long term health 

1 The problems hive been well described by Roger Shrr Toner and lh» Peopk-the 
Case of Con Edison The Pi Mir Inter/ 1 Winter 1°Z2 pp 75 99 
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The political system has no equally effective mechanism for securing 
attention to the long run Elected officials can often not afford to look 
beyond the next election 1 * * * They may discount the future, therefore, at an 
irresponsibly high rate Regulatory commissions that adopt the perspec 
live of the regulated industry will be taking a stance more in accord with 
the public interest insofar as they shift to a lower rate of time preference 
for discounting the future 

A Choice among Options 

The principal question to emerge from this analysis is a simple one that 
surprisingly enough, almost never gets asked What reasons do we have 
for believing that a regulatory commission will be willing and able to make 
a public utility behave more in the public interest than it would have 
behaved in the absence of regulation? The managers of privately owned 
utilities claim that they know what the public interest requires and would 
pursue it even in the absence of regulation We would be wise to entertain 
doubts about this claim But would we not also be wise to entertain some 
doubts about the ability of regulatory commissions to ensure a better per 
formar.ce 7 The most effective constraint on the behavior of privately 
owned utilities mav not be the detailed interference of regulatory com- 
missions, but the knowledge that the utility must keep its customers 
happy if it hopes to avoid such interference 

The fact that government regula tion will probably fail to secure an ideal 
performance from public utilities does not imply that regulation should 
be abandoned Ideal outcomes are rare, and most of life is a matter of 
choosing the least unacceptable among imperfect alternatives But by the 
same argument an imperfect performance in the absence of regulation 
does not imply that regulation should be instituted The market fails to 
secure wholly satisfactory results under a wide range of circumstances, 
and public utilities present one such circumstance The question, however, 
is whether regulation is likely to improve performance In answering that 
question we must look at the actual rather than the ideal results of regu 
lation And the costs to the taxpayer of hiring regulatory commissions 
along with their supporting staffs must be included in our calculation of 
relative costs and benefits 

Moreover, the argument of chapters 11 and 13 that sellers often want 
regulation because they want restrictions on the competition they face is 
highly relevant here The American Trucking Association is a loyal fan 

1 Political parties and even the much criticized institution of the political machine might 

be defined as institutions that capitalize the expected value of future benefits and thereby 

provide politicians with additional incentives to consider the long run consequences of 

their decisions 
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THE FUTURE OF ELECTRIC UTIIITIES 

Electric utilities arc dependent to m umunfl) high degree 
tipwf their abthh to borrow thi funds rcqti red (o finance new 
facilities Susndss firms have bisicilly two soirees for such 
fxtnds Thei ew gcticnte them mtcinilly from the excess of sales 
rei enues ov er cojIs or tliey cm borrow The iv enge nonfimncial 
corporifion obf nned 55 p o of such funds from internal sources in 
1072 and the rest extcrniily Electric u liitte by contrast gener 
ated onh M B of thar funds ntcnnll> ano kmc had to turn to 
lenders of one kind or am ther for llmost 70 0 of the funds they 
required (The source of these dih is 1 1«74 stud/ by Mi rray L 
Woidenbmm hnurnitc Ikr l It In lit luv fofofrv ) 

In recent veirs mai v electr c utilities have been hird pressed 
to find investors tv ho will lend on favorable terms The reason is 
the prospect of lots minify s But why do potential lendi t.. believe 
fhit cleilric utilities want do wcJ) jo romwi, >nr? Huy foir that 
utility regulators will cither refuse to grant 1 r be to 1 slow in grant 
jng rate increase'' 1 $ util t es io»ts ncti iso And their costs arc 
rising npidly Electric utilities ire 111 1 even other firm winch 
finds that general nifltticui raises cos* But they hive been hit 
especially hard by the more th m proporliomtc r ‘i in fuel prices 
hcciusc fuel costs ire sud\ i hr >c pul of an electric ulihtv s oper 
itmg costs Another unusually large portion of utility costs is tlie 
inleie t paid for funds borrowed bv selling bonds Interest costs 
like fuel costs rose much more thin p-oport onately in the eaily 
1970s This occurred hry.h lecau'e exj editions of contmurd 
inflation caused lenders to dcmiiid and made borrowers willing 
to piy premiums to cover the expected decrease in the value of 
pnncipil between borrowing and repavment l me Utility costs 
have also tended to n«c in recent years is 1 result of environ 
mental regulations 

Question Will regulatory commissions bi able mil willing to 
grant rate increases fiSt enough In maintain utility earnings m the 
flee of all thea ficlors pushing up costs? Or will public resistance 
( Didn t they just get 1 rate increase? ) keep rates lagging behind 
costs so tint earnings continue to deteriorate? Unless earnings 
improve (hcrewilf hero wij for investor m ired electric utilities 
to maintain the quality of their service 
That apparently doesn t worry some people who respond thi t 
government will just hive to tike ovei public utilities if private 
enterprise cm t do an idequalc job But it is precisely government 
thit s creating the problem through ts regulatory piocedures 
With government ownership of course rites cm be kept low 
and subsidies provided out of general hx revenues Or i thit 
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possible 7 Keep m tmnd that many ] ocal governments such a$ New 
York City require electr c utilities to collect taxes, hidden withm 
their monthly charges because the politicians fear publ c response 
to an open increase in sales or property taxes 
Advocates of public ownership can point to data which show 
that public power costs residential users only two thirds as much 
as private power on a nationwide average But these are highly 
misleading djta For one thing, pubhc ownership of electric util 
lties is far more common in areas where hydropower is abundant 
and generating costs consequently lower on the average Munici 
pally owned utilities also have access to procedures for covering 
their costs from other sources than rate payers They can employ 
tax exempt bonds which m effect gets them a subsidy from the 
federal government and avoid altogether the payment of local 
taxes which puts an additional burden on other local taxpayers 
There arc also laws governing [he sale of power generated at fed- 
eral government dams which allow municipally owned utilities 
to purchase at lower prices than investor-owned utilities There 
is no limit to the amount of fictitious cost savings that can be 
created by laws which shift the burden of electricity costs from 
users to the general taxpayer Such subsidies to users are particu- 
larly d fficult to defend however in a period of increasing energy 
scarcity 


of the Intestate Comwieicfc CoTrnniss-ion and a Tfnhtant opponent of those 
who want to dismantle the system of transportation regulation Surely 
that isn t because trucking companies want to be prevented from making 
excessive profits at the expense of shippers Nor do the presidents of air 
line companies compose letters in defense of the Civil Aeronautics Board 
because they think the public interest is more important than the profits 
of their firms 

Recall the earlier warning against concluding that an industry must be 
regulated because it's a public utility and then defining a public utility as 
an industry subject to regulation Railroads may have been 'natural 
monopolies ' in the nineteenth century when the Interstate Commerce 
Commission was created But they certainly ceased to be that when trucks 
came along The logical response to the rise of the trucking industry would 
have been the abolition of the ICC The actual response was ait extension 
of the commission's authority to the trucking industry Why did this 
happen 7 Part of the answer is that commissions are hard to kill Regulators 
benefit from the existence of regulatory commissions and are in a good 
position to demonstrate the essential nature of their work They can lobby 
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effectively serve as the focal point for lobbying efforts by the industries 
that benefit from their activities and even create problems that are often 
used to justify their continued operation 


WHO BENEFITS FROM REGULATION? 

The American Trucking Association sends periodic news re 
leases to its members under the heading T nick Line Here jc a 
release sent out in January 19/5 

One of the most effective answers to those who would 
eliminate or gut the time tested regulation of transpor 
fation is prouded in a white paper' produced by the 
Interstate Commerce Commission The paper en itled 
The Regulation Issue oi Today has been reprinted by 
AT A and a copy is enclosed 
The ICC s explanation of how regulation realh works is 
not only a valuable pnmer it is espemllv t melv m view 
of the Department of Transportation s ideas on weakenmg 
the regulation of the trucking industry which you recerved 
in Truck Line 9 You can be sure >our industry will face 
a most serious effort in Congress to put trucking it the 
mercy of what economists like to call reliance on a free 
market system 

This booklet should be must reading for every motor 
earner executive even though your business experience 
has made you generally familiar with the advantages of 
regulation and the chaos that would lesult from 
deregulation-not onlv to yourself but to shippers 
consumers ind the general economy It will enable you to 
be a better informed spokesman for regulation and a 
more effective critic of those self proclaimed experts who 
would dismantle the regulatory system 
The ICCs booklet can be even more effective if placed 
m the hands of your customers so they can obtain a 
better understanding of what regulation of transportation 
and the alternative really means to them And hopefully 
so they will add their voices to the debate which promises 
to rise in intensity before this issue is finally resolved by 
Congress It is suggested that you order promptly enough 
copies from ATA s Public Relations Department so that 
the booklet can be distributed among your associates 
including a supply for your salesmen so they can give 
them to your shippers 
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over effects, the externalities, that create the problem In such a situation 
everyone has an incentive to look for a free ride and the quantity of the 
good purchased will consequently be less than marginal cost and benefit 
calculations would dictate 

What special power does government possess that would enable it to 
provide a more adequate level of service in these cases than the market 
can provide? The unique power of government is the power to coerce 
to eliminate the free rider problem by denying people the option of non- 
participation So the government can make police and fire protection 
available to everyone on the block, and make everyone pay for the service 
in taxes And that becomes a way of securing a quantity of the service 
closer to the amount people would choose to purchase if their decisions 
were not distorted by spillover effects and the hope of a free ride 

Does this line of reasoning apply to all the other goods mentioned in 
our extended list of goods typically produced by government? It does m 
part Lets look at some of the other goods mentioned 


Arguments for Government-Produced Goods 

Government production of schooling and its 'sale ' at a very low price 
for example, encourages people to purchase more education than they 
would want if everyone had to pay directly for the schooling consumed 

In the case of streets and highways, there does exist a low cost way of 
making people pay roughly in proportion to the amount that they drive 
We aren't thinking of toll roads but of taxes on gasoline Turning every 
street into a tollway would be very costly {although, as we shall see later, 
there ma} be even larger costs from ml making some roads tollroads) 
But the gasoline tax does something like that indirectly Motorists pay 
toward the maintenance of the roads every time they buy gasoline By 
collecting all the fees and providing all the roads, the government enor- 
mously simplifies the process, it reduces the transaction costs The solu- 
tion is not completely satisfactory since the tax is the same for someone 
driving on a dirt road in the country or on a city boulevard And with 
different tax rates m different political jurisdictions, motorists can some- 
times buy their gasoline where the tax is low and consume it where higher 
taxes have been used to build better roads 

Lets look at the case of a government operated welfare system The 
service we're interested m is the service provided to the taxpayers who 
finance the system, not the service to those who receive payments under 
the system We assume that the taxpayers are charitably disposed and 
that they obtain satisfaction from having more income made available 
to low income groups But they would prefer that this aid be paid for by 
others A free market system m which everyone makes voluntary pur- 
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chases (that is contributions) encounters the free rider problem People 
hold back on their contributions in the hope that others wjJJ purchase}*^ 
quantit) of the good the free riders desire and thus enable them to enjoy 
it at no cost And this is the problem that a government welfare system 
tries to overcome People consent to contribute more on the condition that 
others will do the same and the government enforces the ' contract" by 
collecting contributions from all taxpayers 
What about parks? People can be required to pay a fee to enter a park 
But in the case of municipal parks the cost of collecting the fee and 
excluding nonpayers would tend to be high Moreover, parks provide 
some benefits for which there seems to be no way at all of making the 
beneficiaries pay They delight the eyes and lift the spirits of those who 
pass by They take the neighbor's children off the streets where they might 
break windows or upset garbage cans National parks and wilderness 
areas give pleasure to many people who will never visit them as they read 
about them look at photographs, or simply savor the enjoyment that 
comes to some from the knowledge that wilderness exists and is being 
preserved If the quantity of wilderness preserved were determined exciu 
snely by the demand of those from whom payment could be obtained 
there might be no wilderness areas at all since the existence of a wilder- 
ness area j$ inconsistent with heavy use There are some goods which we 
will never use but which wc nonetheless would like to see kept available 
Historically significant buildings are a good example A person might 
want to see the boyhood home of a former president preserved and be 
willing to pay something to achieve this, even though he has no intention 
of ever visiting it But if he never visits it, how can his contribution be 
collected? 


The Other Side of the Coin 

We have only looked at a part of the picture in each case, however 
government production of goods often has other important consequences 
than the ones we ve mentioned And the fact that the market is unable to 
provide the correct amount of a good does not prove that the government 
will be able to provide it in a more appropriate quantity or quality 
A general problem associated with the production of goods by govern- 
ment is the problem of deciding on the quantity and quality to be pro- 
vided The quantity and quality of tennis rackets is governed by the 
willingness of players to pay the cost the quantity and quality of tennis 
courts however, has to be decided in some other way by a dty that pro 
vides courts to users at no charge Not only must the political process 
reach these decisions without accurate information about demand it is 
also subject to some particular distortions that ought to be kept in mind 
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If high income people tend to have more political influence than low 
income people, they may use the political process to bias the production 
of government goods in their own favor They may, for example, control 
the location of expressways, get the city to build golf courses that few low 
income people will ever use, and in general secure the lion s share of public 
services 

The interests of the people whom the government hires to produce 
goods are also capable of distorting these decisions Contractor and 
construction workers lobby for more public buildings, teachers for more 
expenditures on education, and social workers for more elaborate social 
services, while the "highway lobby" pursues its vision of a nation made 
safe for the automobile 

We may all be enemies of the public good, in fact For even if we know 
that more government produced goods will necessitate higher taxes, each 
of us may hope that the additional goods provided for our benefit will 
have a greater value than the additional taxes we'll have to pay The 
familiar process of log-rolling thrives on this kind of hope 


WHICH PUBLIC AGENCY IS PROTECTING THE PUBLIC? 

The Food and Drug Administration in 1974 ordered Amtrak 
the National Railroad Passenger Corporation, to submit a detailed 
plan for cleaning up its food operations Passengers had com- 
plained of becoming ill after eating Amtrak food When the FDA 
subsequently inspected Amtrak's food facilities, it found a num- 
ber of unsanitary procedures The moral of the story is that gov- 
ernment ownership is not by itself sufficient to ensure that an 
enterprise will be operated in the public interest ' The ' public 
interest" is in fact no single or simple interest The train-riding 
public presumably want s sanitary food But it also wants that 
food at a low price And improved sanitation procedures have a 
cost that someone must bear Where between the extremes of 
filth and operating 100m sterility is the public interest' to be 
found? Although the officials of Amtrak and the FDA are all public 
employees they obviously disagreed in this case on what the 
public interest required 


Public and Private Schools 

Let's look at some of the issues that arise in conjunction with the pro- 
duction of particular goods Government production of schooling has 
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been coupled wjth measures that exclude competitors People who mi^j 
want to purchase education for their children from privately owi^ 
schools are forced to pay twice once in taxes to support the public school* 
and again in private tuition charges This significantly reduces the ran^ 
of alternatives available and makes it easier for the schools to offer sen ic K 
that satisfy the producers rather than the consumers While parents 
in principle use the political process to control the quality of educational 
services provided by the public schools, the political process contain* 
substantial free rider aspects of its own that reduce its effectiveness The 
cost to any particular parents of fighting for improved schools will be very 
high in relation to any benefits they can expect to obtain for their own 
children from their efforts That's why so many people are "apathetic' 
when urged to jom the PTA or attend the meetings of the local school 
board They may be thoroughly unhappy with the schools, but they also 
sense that they couldn't bring about the changes they want Only people 
who derive satisfaction from political action itself are at all likely to expect 
a marginal benefit to themselves above the marginal cost of getting m. 
volved m the cause of school reform 1 
With major sptllover benefits present under either a private or a public 
school system, the better solution might be a more imaginative combi- 
nation of the two Children could be required to attend school for a certain 
number of years This would compel parents to purchase for their children 
at least that quantity of education which confers significant spillover 
benefits on the community But they could more easily choose between 
public and private schools if they were allowed to allocate their education 
taxes to the schools of their choice Many proposals have been made in 
rccentvears along these lines But they have run into questions of church- 
state relations, fears of racial and class segregation, and the political power 
of professional educators who are like everyone else in not caring much 
for the effects of increased competition Any significant reforms m the 
American system of elementary secondary schooL education will hav$ to 
take account of the fact that the public schools do far more than teach 
(or not teach) the three Rs They are also expected to Americanize, democ- 


1 The cost Id each voter of Casting a ballot in a primary or general election is high in 
relation to any benefit that voter is likely to receive from the act of voting HoW often does 
one vote make a difference after all? So why not stay home and avoid the long line? hr- 
fcrtly rational behavior of this sort by each voter could result in very small turnouts arid a 
higher probability that the wuming candidate was not the one preferred by a majority of 
voters Would this justify fines for nonvoting? Remember that as the number of voters 
declines the probability increases that any single voter’s ballot will bp the scale Thus some 
people are more likely to vote when a low turnout is predicted In any event, nonvoters 
are another example of free riders as are voters who don t take the trouble lo inform them 
selves about the candidates m the hope that others will have done so 
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rahze, homogenize, and run football teams, drill teams, baby sitting facil- 
ities, and detention camps for delinquents But economic theory at least 
does not demonstrate that resources will be better allocated when all 
schools are owned and operated by government 


THE PRICING OF GOVERNMENT GOODS 

Streets and highways provide another instructive case in the perils of 
jumping too quickly to conclusions The basic argument offered above 
was that those who would be willing to pay for pnvately produced roads 
could not keep others from using them except at a prohibitive cost With 
the facilities equally available to all, no one has an adequate incentive to 
pay and so roads won't be built When everyone tries to be a free nder, 
everyone winds up walking 

When the government builds the roads, however, charging only the 
amount of the gasolme tax for their use, it contributes to the creation of 
problems For one thing, road construction encourages additional driving 
and we all know to what a vast range of important spillover costs this 
leads, especially m cities It's certain that the gasolme tax is not enough to 
impose on motorists the full costs of then own decisions to drive But 
we're after another point now The gasoline tax is somewhat like a price 
charged for food that is based strictly on weight or volume it doesn't 
discriminate accurately enough between very scarce goods and goods that 
aren't noticeably scarce at all The motorist pays roughly the same tax 
per mile when he drives in the country or downtown, m the rush hour or 
at two o'clock in the morning But the good he's consuming, road space, 
is not equally scarce in the country and the city or during the rush hours 
and off hours Charging the same price for goods of different scarcities 
leads to inefficient combinations of shortages and surpluses And govern- 
ment tends not to charge scarcity prices for the goods it produces because 
government price searchers do not have an incentive to maximize net 
revenue 


"Free" Lunches and Long Lines 

Imagine a six-lane expressway leading from the suburbs to the center 
of a large city Motorists will use the expressway as long as the cost to 
them of doing so is less than the cost of the next best alternative (Every 
valuable opportunity foregone should be included in the cost a chance 
to read the newspaper while riding the bus and a serene digestive system 
as well as the costs more easily measured m monetary terms) Because 
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congestion raises their driving costs, drivers will avoid congested roads 
if there is a better alternative available For example, a commuter who 
wants to go downtown during the rush hour will not take the expressway 
if it s so congested at that hour that he can do better (incur lower costs) 
Via some other route We can consequently predict that rush hour traffic 
will increase on the expressway until it becomes so congested that drivers 
find alternative routes equally attractive More traffic than that would 
make the expressway a less advantageous way of going downtown, and 
drivers would start to desert it Less traffic than that would make the 
expressway more attractive than alternative routes and pull in more 
drivers until the increased congestion eliminated the differential advan 
tage Hus kind of experimental searching for the most advantageous 
route by thousands of drivers does in fact tend to make expressways just 
as costly routes during the rush hour as 'inferior ' routes 1 


Rationing by Congestion * 

But the fact that each driver who enters the expressway considers only 
his own costs and neglects the costs his decision inflicts on others makes 
this procedure a poor way to allocate rush hour space A simplified graphi- 
cal exposition will show you exactly why The example is worth studying 
in some detail because it presents the economics of the rationing system 
often used with government produced goods rationing by congestion 
Figure ISA shows the cost to a representative driver of a single trip 
downtown during the rush hour by means of the expressway (XVVAY 
COST) or any one of a number of alternative routes (AR COST) (Ignore 
the other line for the moment ) We'll assume that each alternate route 
has the same cost and that, because there are so many of them, conges 
tion does not increase significantly on any one of them as drivers desert 
the expressway The second assumption is expressed m the fact that costs 
don t increase on the alternate routes as traffic moves to them from the 
expressway the AR COST curve is horizontal The XWAY COST curve 
rises, however, as traffic increases, to show the additional costs created by 
congestion ft rises in a straight line only to make the exposition simpler 
In reality it would not rise at first and later on rise at an increasing rate as 
more traffic enters the expressway 
As each driver now searches for the lowest cost route the flow of traffic 
will tend to stabilize with 5000 cars using the expressway and all other cars 

1 This is the truth behind the cynicism Traffic expands to clog every expressway built 
to unclog the traffic It is also the truth behind the observation that large cities always have 
serious problems Urge cities provide obvious advantages to their inhabitants People move 
to the cities to enjoy the advanhges They stop moving to the cities when the problems 
a ruled by so mtny people hvmg m close pnmnuty past offset the adwateges 
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(their number is irrelevant to our assumptions as long as the total number Figure 15A Cost of using 

of cars is at least 5000) using alternate routes And every driver will incur expressway or alternative 

the same cost for a trip $2 There cannot be a difference because any routes 
difference would induce a reallocation of traffic until the difference dis- 
appeared 

How can we show that this is a poor way to allocate rush hour space 7 
We could compare the combined cost to the drivers of this allocation with 
the combined cost of other allocations We could calculate and compare 
total costs with 5000 drivers on the expressway and with 4500, 4000, on 
down to 2000 drivers using the expressway (and everyone else using the 
alternative routes) But a better way is to use the marginal approach 

Suppose there are 4000 drivers already on the expressway Each is 
paying $1 80 Then one more driver enters What does he pay 7 Since the 
graph shows that 500 additional drivers raise the unit cost by $ 10, one 
additional driver raises it by $ 0002 The 4001st driver therefore pays 
$1 8002 But so do all Ike other 4000 drivers Each must new pay an extra 
$ 0002 to use the expressway 4000 times $ 0002 is $ 80 So the 4001st 
driver added to total expressway costs his own $1 8002 pins the $ 80 of 
extra cost his decision imposed on everyone else The additional or mar- 
ginal cost at 4000 drivers is therefore not $1 80 as the graph seems to 
suggest, but $2 60 

By making the same calculation at every potential level of expressway 
use, we obtain a curve that shows the additional cost for which one extra 
driver is responsible That s the unlabeled line on figure 15A You may 
now label it Call it marginal social cost 

Marginal social cost on the expressway is greater than marginal social 
cost on alternate routes whenever expressway traffic exceeds 2500 (Since 
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there are by definition no congestion problems on alternate routes, one 
additional driver adds only his own cost to total cost and marginal social 
cost is identical to AR COST ) It follows, therefore, that total commuting 
costs would be minimized if only 2500 rather than 5000 drivers used 
the expressway 

From the social pomt of view the best pattern is found when 2500 
drivers use the expressway and all the rest use alternate routes Unfor 
tunately, that won t happen For each driver using an alternate route would 
then want to reduce his own costs by shifting to the expressway, and that 
would continue until 5000 cars were again clogging the expressway 
What's going wrong? 

The problem is that each driver consults only the costs he bears when 
choosing a route and ignores the costs his decision imposes on others And 
he does so as we shall see because of the pricing practices pursued by the 
owner the government It's the familiar problem again of external costs 
genuine social costs that decision makers do not internalize A driver who 
elects to use the expressway when let us say, 4000 cars are already using 
it, notes that his cost will be $1 80 versus $2 00 on alternative routes So 
he enters the expressway increasing the congestion by a tiny amount and 
hence raising every other expressway user s cost by a tiny amount But 
when a tiny amount is multiplied by the 4000 drivers already on the 
expressway, the effect of his decision is no longer tiny While one more 
cardoesn t make a noticeable difference to anybody, it does make a notice- 
able difference to everybody taken together And 1000 extra cars entering 
the expressway when 4000 are already on it makes a noticeable difference 
to both anybody and everybody Each driver must now incur a $2 00 cost 
whereas each of the 4000 drivers could previously have gotten downtown 
for only $1 80 

Use your imagination to add the color of reality to this example You 
shouldn t have much trouble if you've ever crawled along on an urban 
expressway during the rush hour, and have looked ahead to see a few 
additional cars come in from the entrance ramp to fill up the small gaps 
and bring your lane to a halt One engineering study has shown that, with 
traffic moving at ten miles per hour, one additional car joining any stream 
for a distance of one mile adds eleven minutes to the travel time of all the 
other cars in the stream 1 * * 

Haven't you ever thought about how much you would be willing to pay 
to get the traffic moving 7 And grumbled about the people in your way 
who aren't in as big a hurry as you are and could just as well have taken 
another route or traveled at a different time? And wondered whether there 

I This piece of information has been laken from a fascinating study in the applicat on of 

economic reasoning to social problems Paying far Roads The Economies of Traffic Congestion 

by Gabriel Roth (Penguin 19o7) 
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could be any way of getting people to be more sensible and considerate 
in their times, routes, and modes of travel? 

Rush hour space is most commonly rationed by congestion Congestion 
or queuing (one form of congestion) turns out to be the rationing device 
usually employed when goods are sold below their market clearing money 
price Popular national parks, for example, often become so crowded that 
no one enjoys them very much Even more people would use these parks 
except for the fact that congestion has done what a higher price could 
also have done reduce the quantity demanded But congestion does the 
job by reducmg the total satisfaction of all the park visitors 
Socially wasteful externalities appear in these cases because no one 
has both an adequate interest in rationing the scarce good efficiently and 
the ability to do so Congress could authorize the Park Service to set a 
much higher entrance fee for admission to the Yosemite Valley or to 
Yellowstone during July and August But Congress does not want to be 
blamed for "keeping American citizens out of their very own parks" or 
"reserving the parks for the exclusive use of the rich " Very few people 
realize that a higher price could enable citizens to mj oy their parks more 
or stop to consider how many genuinely poor people can even afford to 
travel to the more popular national parks And the government decision 
makers don t have the prospect of larger net revenues for themselves as 
an inducement to set a better price 

Scarcity Prices for Government-Produced Goods 
If some users could be taken off the expressway during the rush hour 
and transferred to other routes, their welfare would not decline, but the 
welfare of those still using the expressway would increase In the case 
we've been discussing social welfare could be increased substantially if 
in some fashion every other motorist planning to use the expressway on 
a given day could be persuaded not to do so Is there a way to do that? If 
the expressway were privately owned and hence ojierated to secure for 
its owners the largest possible net revenue a way might be found to do 
exactly that For it would be m the owners interest to prevent an excessive 
deterioration, through congestion in the quality of the service they're 
selling And they could do that by setting an appropriate price for use of 
the expressway during rush hours 
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If they set the price that maximizes their own net returns they will set 
the price so as to equate marginal cost and marginal revenue We 1! assume 
for simplicity that additional cars using the expressway impose no costs 
on ike owners of the expressway so that marginal cost to the owners is zero Their 
marginal revenue curve will be derived from the demand curve they face 
How do we find that demand curve 7 It will be the curve that shows the 
prices motorists will be willing to pay to secure the advantage if any of 
expressway use Since that advantage depends on the extent to which the 
expressway has become congested we can actually derive the rush hour 
demand curve from the XWAY C05T curve and the AR COST curve of 
fgure ISA The demand curve for the expressway is the difference 
between the two curves at each level of use Do you see why? Suppose 
the owners set the price at 80? Then the expressway is the lower cost 
route until traffic reaches 1000 after that level of congestion has been 
reached it s the higher cost route with an 80? toll in effect With the price 
at 60? the routes will be equally advantageous when expressway traffic 
reaches 2000 so 2000 rush hour permits will be demanded at a 60? toll 
At any toll above $1 no one will use the expressway at a zero toll 5000 
motorists will use it 

This demand curve is drawn in figure 15B When we derive from it the 
curve showing marginal revenue, we find that marginal revenue equals 
marginal cost (assumed to be zero/or the owners) at an output of2500cars 
To achieve this output the owners would want to charge a rush hour toll 
of 50? per car (We re also ignoring the costs of toll collection ) It is no 
accident that this is the same number of cars that minimizes the total social 
cost of commuting For m trying to achieve the maximum net revenue for 
themselves the owners set a price that moves motorists between the two 
options until there is no longer anything more to be gained from further 
shifts It s the same process of voluntary exchange on the basis of per 
ceived costs that enables the market system to achieve an efficient allo- 
cation of resources elsewhere The motorists are all still paying $2 to get 
downtown but the wasted costs of congestion have now been converted 
into revenue for the expressway's owners The cost is no longer the dead 
weight cost of congestion 

The waste and inefficiency of rationing through congestion is rarely 
observed m the case of privately produced goods because inefficiencies create 
a potential for gam As long as the cost of the transactions that must take 
place to remove these inefficiencies is less than the benefits from their 
removal exchanges will occur under a system of private ownership 
Government production of a service will be inefficient if the service is not 
sold at a price that reflects its social scarcity And because government 
price searchers don t have an incentive to maximize net revenue they will 
less often set prices at their scarcity level 
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should be privately owned It docs suggest that government goods should for expressway use 

not noressjinJy be pneed at 7cro Unforhinatciv the belief that a good 
which is produced from tax revenues should always be offered at a zero 
price is widespread, and it results in some rather stnngc dilemmas For 
example, the exprcssivix between Dallas and fort Worth has been a toll 
road ei cr since it was constructed Bui the tolls must b> law be removed 
when the road has e xrned enough revenue to co\ cr its origiml construction 
costs That's expected to occur in JQ77 The Texas Highway Department 
has predicted that traffic will increase so much when the tollway becomes 
a freeway that the road will be severe! v congested during rush hours 
Many current users of the expressway dread the day when it becomes a 
freeway This is an instructive irony T he lolls actually increase the welfare 
of some who must pay the lolls to use the road But the political process 
has trouble reaching the solution of tolls during rush hours The political 
process might arrive it a moic satisfactory solution if more people under- 
stood the economics of congestion and therefore consented to pay the 
toll that would yield them the good they want a rapid traffic flow during 
rush hours 


A Review of the Question 

"Do you believe in letting free enterprise solve our economic problems 
or in turning them over to gov eminent? That was the question with which 
this chapter began Have we gotten any closer to an answer than we were 
when we started? let's review 
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available, the different incentives decision makers confront, and thepoyw 
that government has to use coercion The unfavorable connotations of that 
word are reduced if we think of it as "mutual coercion mutually agreed 
upon," the phrase suggested by Garrett Hardin in "The Tragedy of the 
Commons "Mutual coercion mutually agreed upon" is a way of dealing 
With the externalities or spillover effects that voluntary exchange alon* 
cannot handle and that tend to increase in more affluent, congested, and 
technologically advanced societies 
But government action does not make economic thinking irrelevant 
Quite to the contrary, an expanded role for government in the economy 
seems to us to call for citizens better prepared to think in terms of marginal 


THE BENEFICIARIES OF TAXES 
ON RUSH HOUR DRIVING 

The private passenger automobile and public transportation 
are often depicted as implacable enemies Devotees of the auto- 
mobile protest stridently against any use of gasoline taxes for 
transit subsid es because they want the funds used to relieve con- 
gestion through buildmg more roads and expressways But more 
expressways don't seem to solve the problem, they quickly clog 
up as people respond by driving more Meanwhile land acqui- 
sition costs for urban expressways are becoming almost prohibi- 
tively high 

Teihaps the solution is to finance transit subsidies from taxes 
placed rot on gasoline but on rush hour driving The improved 
traffic flow would compensate those motorists who continued to 
dme, the improved public transportation would compensate 
those whom the higher price dissuaded from driving, and the 
whole community would gain from less air pollution, from more 
conservation of petroleum, and from the better public transpor- 
tation sy stem 

The crucial task is to persuade motorists that a UX on 
congestion creation is a benefit as well as a cost to those who 
pav i* 


1 Hardin s much quoted essay appeared originally in Sana, December 13, J968 
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benefits and marginal costs and more aware of the precise ways in which 
social interaction allocates scarce resources 

Once Over lightly 

The differences between ' free enterprise' and government are not ade- 
quately described in such contrasts as competitive or noncompetitive 
individual! or soc/a/ private interest or public interest The principles that 
guide decision making m the "free enterprise ' sector are for the most part 
the same principles that guide the decisions of the individuals who act in 
governmental capacities 

The criterion of marginal cost-marginal benefit can be used to evaluate 
the efficiency of government achons The assumption that the people m 
government will, in making decisions, pay attention to the margmal costs 
and benefits fluff accrue to them helps us predict the consequences of govern- 
ment activity 

There is very little which js humanly possible that could not be achieved 
through voluntary cooperation But voluntary cooperation, especially on 
a large scale, often entails substantial transaction costs Government can 
usefully be viewed as an institutional arrangement for accomplishing 
people's goals under circumstances where the costs of arranging, con 
eluding, and enforcing voluntary exchanges are too high 
The advantage of government in securing social cooperation is its power 
to coerce This power is especially effective m reducing the substantial 
social costs that may be associated with the "free rider" problem 
Private economic decisions do not automatically conform to the public 
interest merely because they have been put under government regulation 
Government regulators do not have complete information and often 
operate with incentives and under constraints that systematically encour- 
age decisions whose consequences are contrary to the intent of regulation 
If voluntary exchange leads to insufficient production of a good because 
of positive externalities, the government can expand production through 
subsidies to suppliers or to demanders Subsidies to demanders are less 
likely to result m quality deterioration The policy of huge government 
subsidies to education suppliers may be largely responsible for the low 
ratio of learning to schooling in our educational system 
If voluntary exchange leads to excessive production of a good or its 
by-products because of negative externalities, a tax on the activity to be 
diminished has many advantages over alternative procedures as a way 
of promoting more efficient resource use 
The fact that a particular good can be provided more satisfactorily by 
the government than by private producers does not mean the good ought 
to be sold at a zero price By charging positive money prices for the goods 
it produces government sometimes obtains valuable information on the 
demand for the good and succeeds in rationing the good efficiently 
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QUESTIONS FOR DISCUSSION 

1 Is competition confined to market economies or at least more common and 
pervasive in social systems that are market coordinated rather than hitrar 
chically coordinated? 

2 When busmess firms lobby in the legislature on opposite sides of an issue 
that will affect their profits, are they competing with each other? How is this 
different from the activities that we usually have in mind when we think of 
business competition 7 

3 You pay your barber or stylist money to persuade him to cut your hair h 
this a bribe? What is the essential difference between this kind of payment 
and what we ordinarily mean by a bnbe? 

4 (a) A legislator accepts a $5000 campaign contribution from the owner of 
a textile mill in his district 

(&) A legislator accepts a $5COO personal gift from the owner of a textile 
mill in his distnct 

(1) A legislator campaigns for election among textile workers in his dis 
trust with a promise to work for government restrictions on textile imports 

Is anyone taking or giving a bribe? 

5 Are there economies of scale in milk distribution 7 Is it inefficient and waste- 
ful to have more than one dairy deliver milk to the people living on a single 
block? Should dames be assigned exclusive franchises for particular areas? 
Who benefits from having more than one dairy delivering milk to an area? 

6 Why does the telephone company advertise despite the fact that it hasexclu- 
>ive franchises in the areas it services? 

7 Is commercial airline service a ' natural monOpoI/ ? Why is it extensively 
regulated? Some people say that regulation of airlines is essential to prevent 
competitive practices that might reduce the safety of air travel Would an 
airline be insufficiently concerned about safety if it were not regulated? 

0 If there are only 2000 seats in the student section of the field house and 
there are about 4000 students who want to see home basketball games, how 
will the 2000 seats be rationed? Is there a more efficient way to ration? Why 
isn't it used? 

9 Visualize a City half of whose citizens are green and half of whom are purple 
No one objects to living next door to someone of the opposite color But 
they all object to having neighbors on both niti of the opposite color and 
will move if they find themselves in that position Will a segregated or inte- 
grated housing pattern emerge under a system of voluntary exchange? 
Why? If integrated housing is considered a good thing, how could it be 
achieved under these circumstances? 

Suppose the people in a neighborhood band together m an association 
that tries to enforce racial quotas They attempt to prevent black families 
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from purchasing homes in areas where {he black-white rahms above the 
citywide average Are they promoting segregation or integration? 

10 If positive externalities create "free rider problems to the extent suggested 
by the text m its analysis of government welfare programs why do United 
Way campaigns work as well as they do m so many American cities? Are 
there elements of coercion in United Way fund drives either in obtaining 
people to work on the campaign or in inducing people to contribute? What 
might be the advantages and disadvantages of having local government 
assume the welfare functions currently performed through the United Way? 

11 (a) A common argument in support of government produced goods is that 
they are vital to social welfare and therefore their provision cannot safely 
be left to the "whims" of the marketplace Does this explain why parks 
and libraries are usually municipal services while food and medical care 
are usually secured through the market? 

(h) Why is the business of selling books usually handled through the 
market while the business of lending books is generally handled by govern- 
ment (public libraries)? Should libraries be provided by government because 
'there's no profit to be made from lending books ? 

12 The court system is a good 'produced by government Could a judicial 
system exist if it were not produced by government? If the judge and jury 
in civil suds had to be paid by the contending parties would decisions tend 
more often to favor the wealthier party? Do wealthier people currently have 
an advantage in judicial proceedings under the government produced court 
system ? 

13 Who benefits from government production of higher education and its sale 
at prices below average cost? Do you think that the subsidies which states 
grant to students through systems of tax-supported higher education provide 
greater benefits to high or to low income people? 

14 Would you favor a system of fines for eligible voters who fail to vole in 
elections? 

15 You and your family enjoy camping in the national parks You therefore 
urge your congressman in February to oppose a bill that would increase the 
fees for such camping during July and August The following August you 
enter Teton National Park at 4 00 pm. on a weekday and find that all the 
campsites are occupied 

(u ) Would you now like to sec a higher schedule of camping fees? Why 
or why not? 

(h) Why are fees for the use of pnvately owned resources more likely to 
rise when demand increases than are fees for the use of government owned 
resources? 

(c) How do varying ownership systems affect resource allocation? Why? 
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PRELUDE TO PART 2 


In 1970 the United States economy slid into a mild recession The total 
output of new goods- produced in that year declined si ghtly from the out 
put of 1969 and unemployment rose What made this somewhat sur 
prising and politically disturbing was the fact that the average level of 
prices paid by consumers rose 6% during 1970 In 1971 total production 
increased but unemployment did too And 1971 consumer prices were an 
additional 4% above 1970 pr ces The word began to spread that ait unprec 
edented malady one that economists could not explain had seized the 
economy recession coupled with inflation 

The word that went out was incorrect Inflation joined to rising un 
employment had occurred before in the recessions of 1958 afld I960 
though the inflation in those years had been considerably less rapid And 
economists were not at a total loss for an explanation But some oversimph 
fled notions about the causes and interrelations of recession and inflation 
notions that economists had probably helped to spread were definitely 
called into question by the experiences of these years And when an even 
more severe recession came along in 1974 while prices were increasing 
at a rate greater than 10% per year these oversimplified notions had to 
be abandoned It was abundantly clear that recession and inflation were 
not opposites 

Economic analysis has come in for heavy criticism m recent years 
because it can offer no simple diagnosis and prescription in the face of 
recession coupled with rap d inflation And insofar as economists have 
oversold their ability to understand and control these problems they must 
accept some of the criticism A decade ago many economists beloved that 
they were in possession of the theory of inflation and recession But events 
have undermined this certainty 

While there is much that econom sts know about these problems and 
even more that they are beginning to understand the reader must be 
cautioned as we move into the fnal chapters of this book The principles 




are much less settled in the area we re now approaching Or perhaps the 
principles are well enough established but the appropriate ways to apply 
them are unclear And that could just be a consequence of the fact that 
the goals for knowledge in the areas were about to study are far more 
ambitious than the goals in previous chapters 
Up until now we've been studying important but small and relatively 
manageable problems, problems created by the way in which particular 
prices and production decisions interact The study of inflation and reces- 
sion, however, involves an examination of the general pnce level, total out 
put, and employment in the economy as a whole We might compare the 
problems studied so far to problems of how to stay warm, dry, and safe 
under various weather conditions the problems we 11 encounter now are 
more on the order of how to control the weather That s clearly a more 
ambitious undertaking, and one that may require us to adopt heroic sim- 
plifications if we are notto bog down m endless details Butthe more heroic 
the simplification, the greater the risk of oversimplification and error 
So you're invited to come along now for what will be even more than 
in the preceding chapters of this book a venture of inquiry 
We'll begin by examining some of the data economists and others use 
to describe and analyze employment total output, and the price level Then 
we'll take up the important topic of money What is it? Where does it come 
from 7 What functions does it perform? In chapters 20-22 we 11 present the 
principal theories that economists have constructed in their efforts to 
understand the causes of and possible remedies for inflation and recession 
Chapters 23 and 24 will examine the international context of domestic 
economic policies In chapters 25 and 26 we'll try to put it all together and 
offer some tentative conclusions about the ability of government to control 
unemployment and inflation And chapter 27 will acknowledge what you 
will surely have suspected before then, that the formulation of economic 
policy requires much more than a knowledge of economics 
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LABOR MARKETS, 

EMPLOYMENT, AND UNEMPLOYMENT 


The fear that our society or any society may run out of jobs was criti- 
cized in chapter 23 We argued there that jobs represent obstacles to be 
overcome, and that a society without jobs for people to perform would 
have come close to abolishing scarcity Such a situation would be an occa 
sion for rejoicing Neither the United States nor any other contemporary 
society is in such a happy position 

Throughout the discussion m chapter 13, however we left out of 
account a phenomenon that has puzzled and disturbed students of eco 
nomtc systems for more than two centuries It used to be called the trade 
cycle and later on the business cycle Those terms began to disappear from 
use as economists came to have increasing doubts about the regularity of 
such fluctuations The word cycle has connotations of predictable recur 
rence, connotations that may be misleading and that can be avoided by 
substituting a more neutral phrase, such as "fluctuations in the aggregate 
level of economic activity 

Whatever the fluctuations are called, there can be no doubt about their 
existence and importance If those who work for wages entertain some 
irrational anxieties about the disappearance of job opportunities, they 
may also have substantial grounds for completely rational fears Our 
insistence that there is no overall scarcity of jobs seems to be flatly contra- 
dicted by the experience of every industrialized nation with recessions 
and depressions 
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Moreover, industries and firms expand and contract production for many 
reasons, and they do not do so in perfect uruson Even during a deep and 
prolonged recession, production may be expanding m some industries 
or areas of the economy while it is declining in most In the next chapter 
we'll introduce you to the National Income and Product Accounts, the 
information that most people use m deciding what is currently happening 
to aggregate production We shall discover that gross national product 
is also a theoretical construct and not simply a "hard fact " 

The most widely used measure of recession, however, and the one that 
arouses the greatest public concern, is the level of unemployment This 
is attested to by the title of the most prominent piece of federal legislation 
directed toward the control of aggregate fluctuations, the Employment 
Act of 1946 Although this act grew out of the Full Employment Bill of 
1945, it does not call for "full employment " The responsibility of the 
federal government under the 1946 act is to maintain "maximum employ- 
ment, production, and purchasing power " 

"Full employment" is an unrealistic target if one takes it literally, and 
a vague target if one does not The goal of "maximum employment ' 
escapes the charge of being unrealistic, but fares no better than "full 
employment,"' when we try to give it a clear and definite meaning That 
does not imply the goal is either illusory or unimportant It does mean 
that we ought to inquire carefully into the nature of employment and 
unemployment and examine critically the concepts we use to measure 
them 


THE LABOR MARKET 

Let's look at some numbers provided by the Bureau of Labor Statistics 
m the United States Department of Labor to get an initial sense of the 
problems In December 1974 the BLS sampling techniques yielded the 
following figures on the labor force, employment, and unemployment 
We have added the Bureau of the Census estimate of 1974 population 


Population (1974 average) 211,909,000 

Labor force 94,015,000 

Employment 87,414,000 

Unemployment 6,601,000 


If 87 4 million people were employed out of a total population of 211 9 
million, then 124 5 million people were not employed in December 1974 
But unemployment totaled only 6 6 million So there is clearly a substan- 
tial difference between being ml employed and being unemployed 
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work because of illness, accident stokes, or a similar cause, ( 3 ) those who 
are not working but are waiting to be recalled after a layoff, or waiting to 
start a new job within 30 days, (4) those not working but actively seeking 
employment Categories 1 and 2 make up the officially employed cate 
gories 3 and 4 make up the officially unemployed 

One who is minded to quibble can always find nits to pick ev en m the 
most carefully constructed definitions There are excellent reasons, how- 
ever, for lookmg critically at official employment and unemployment 
concepts Each month the BLS releases and the news media publicize the 
current unemployment rate the total of those officially unemployed 
expressed as a percentage of the civilian labor force (The civilian labor 
force is the total labor force minus all those in the armed forces ) The 
civilian labor force in December 1974 was <>1,803 000 With 6,601 000 
unemployed, the official unemployment rate for the month was therefore 
7 2 % When that figure was published m January 1975, political pressure 
intensified for some kind of government action to stimulate employment 
If the concepts of the labor force, the employed, and the unemployed 
contain serious ambigutties-as they' do-the official unemployment rate 
can be a misleading guide and spur to action That is why we w ant to look 
more closely at the patterns of behavior the^e concepts are attempting 
to summarize 

Think for a moment about the language of the 1°46 Employment 
Act, which calls for policies to secure ' maximum emplovment ' Surely 
Congress did not mean what the words suggest if taken literally, that as 
many people as possible ought to be employed The goal of the Employ- 
ment Act is enough jobs to satisfy the demand of those who want jobs 
But more people will want jobs the more attractive those jobs are, all 
things considered, and the more eager they are /or additional income 
The mm her of people who want johs as nor any fixed percentage of the 
nomnstitutional population It is rather a consequence of the options 
people perceive and the choices they make The only defensible public 
policy toward employment is therefore one which aims at improving the 
range of opportunities available to the population And that, quite obvi- 
ously, is not a clear and precise target 
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work because of illness accident strikes or a similar cause (3) iho-e who 
are not working but are waiting fo be recalled aHera laxoff or waiting to 
start a new job w thin 30 days (4) those not working but actn e]> seeking 
employment Categories 1 and 2 make up the officially employed cate 
gones 3 and 4 make up the officially unemployed 
One who is minded to quibble can always find ntts to pick e\en in the 
most carefully constructed defimt ons There are excellent reason* how 
e\er for looking Crit callv at official employment and unemployment 
concepts Each month the BIS releases and the news media publicize the 
current unemployment rate the total of those officially unemployed 
expressed as a percentage of the civilian labor force (The civilian labor 
force is the total labor force minus all those m the armed forces ) The 
ciuhan labor force n December W4 nas 91 SD3D0D With 6601 ODD 
unemployed the official unemp'oyment rate for the month was therefore 
72*0 When that figure was published in January 197o political pressure 
intensified for some kind of government action to stimulate employment 
If the concepts of the labor force the employed and the unemployed 
contain senous ambiguihes-as they do-the official unemployment rate 
an be a misleading guide and spur to action That swhv we want to look 
more closely at the patterns of beha\ior these concepts are attempting 
to summarize 

Think for a moment about the language of the 1946 Employment 
Act which calls for policies to secure maximum employment Surely 
Congress did not mean what tne word* suggest if taken literal]} that as 
many people as possible ought to be employed The goal of the Employ 
ment Act is enough jobs to satisfy the demand of those who tonnf jobs 
But more people will want jobs the more attractive those jobs are all 
things considered and the more eager they are for additional income 
The number of people who want jobs s not any fixed percentage of the 
nomnstitutional populat on It is rather a consequence of the options 
people perceive and the choices they make The onl> defensible publ c 
policy toward employment rs therefore one which aims at improi mg the 
range of opportunities available to the population And that quite obvi 
ously is not a clear and precise target 
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work because of illness accident strikes ora similar cause (3) those who 
are not working but arc waiting to be recalled after a layoff or waiting to 
start a new job within 30 days (4) those not working but actively seeking 
employment Categories 1 and 2 make up die officially employed cate 
gones 3 and 4 make up the officially unemployed 

One who is minded to quibble can always find ruts to pick even m the 
most carefully constructed definitions There are excellent reasons how 
ever for looking critically at official employment and unemployment 
concepts Each month the BIS releases and the news media publicize the 
current unemployment rate the total of those officially unemployed 
expressed as a percentage of the civilian labor force (The endian labor 
force js the total labor force minus all those in the armed forces) The 
civilian labor force m December 1974 was 91 803 000 With 6 601 000 
unemployed the official unemployment rate for the month was therefore 
7 2% When that figure was published in January 1^75 political pressure 
intensified for some kind of government action to stimulate employment 
Jf the concepts of the labor force the employed and the unemployed 
contain serious ambiguities~as they do— the official unemployment rate 
can be a misleading guide and spur to action That is why we i /ant to look 
more closely at the patterns of behavior these concepts are attempting 
to summarize 

Think for a moment about the language of the 1946 Employment 
Act which calls for policies to secure maximum employment " Surely 
Congress did not mean what the words suggest if taken literally that as 
many people as possible ought to be employed The goal of the Employ 
men! Act is enough jobs to satisfy the demand of those who wan jobs 
But more people will want jobs the more attract ve those jobs are all 
things considered and the more eager they are for additional income 
The number of people who want jobs is not any fixed percentage of the 
nonmstitutional population It is rather a consequence of the options 
people perceive and the choices they make The only defensible public 
policy toward employment is therefore one which aims at improving the 
range of opportunities available to the population And that quite obvi 
ously is not a clear and precise target 
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Economic theory is basically a theory of economizing choices To under- 
stand the problem of employment and unemployment, therefore, we have 
to begin with the theory of labor market choice 

The Supply of Labor 

The amount of time people supply to the labor market can be viewed 
as the time left over after each person reserves the amount of nonmarket 
tune demanded Since this nonmarket tune is conventionally called leisure 
by labor economists, we shall use that term Remember when it is used, 
however, that it includes all nonmarketed uses of time, from bird watching 
to sleeping, from studying advanced mathematics to following television 
serials, from shooting poo! to soliciting funds for the March of Dimes 
The demand for leisure can be analyzed by means of the concepts intro- 
duced in chapters 2 through 5 The price of an hour’s leisure, or its oppor- 
tunity cost, is approximately equal to the available hourly wage rate 1 
People will choose not to be currently employed (that is, to "purchase" 
leisure) when they find the price of leisure sufficiently low Putting the 
matter more conventionally people will offer to supply less of their time 
to the labor market (purchase more leisure) the lower the wage they expect 
to obtain That's just the familiar law of demand The higher the price of 
any good (in this case leisure), the more likely it is that people will choose 
a substitute (money income and what it will buy) 

But that is only part of the picture, because the wage rate is an important 
component of the income on the basis of which people choose among 
alternative goods The concept of income elasticity of demand reminds us 
that, as people's incomes change, their demand curve for particular goods 
may also change In the case of leisure, an increase in its price which would 
cause people to want less entails also an increase in their incomes which 
may cause them to want more Since leisure is surely not an inferior good 
in the technical sense (a good for which the demand decreases as income 
increases), the higher price of leisure may result m increased purchases 
of leisure Higher wage rates, in short, may mean less time supplied to the 
labor market Which effect— the substitution effect due to the change in 
price or the income effect, which is also due to the change in price-will 
control the direction of people's response to higher wage rates? 

There is no consistent evidence showing that, for a given time and 
locale, higher wage workers do choose to work fewer hours However, as 


1 The equality is only approximate for several reasons Because workers can rarely 
choose precisely ihe number of hours they want to work, they cannot equate exactly the 
marginal cost and the marginal benefit of leisure Moreover, someone who supplies no 
labor at all to the market must be placing a marginal value on leisure that is grttUr than the 
available wage rate 
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wage rates m the United States increased during the first half of this cen- 
tury, there was a notable reduction in the average number of hours worked 
per day and days worked per week Apparently the demand for leisure 
did increase as wage income increased, and by more than enough to 
counter the increased opportunity cost of leisure implicit m the higher 
wage rates 

We mvit keep si maid however that the hours of work an individual 
supplies to the market will depend not only on the relative valuations 
placed upon rest and recreation versus money income and the goods it 
can purchase but also on the value assigned to nonmarket opportunities 
to produce goods Such goods might include homemade bread a freshly 
painted house or additional education It follows that as ways are found 
to produce these goods more quickly ui the home or more efficiently out- 
side the home, or as the value that the culture places on household work 
declines, more time will be offered for sale in the labor market One very 
important good produced dunng leisure time is information about alter- 
native job opportunities Searching for a better job is often a highly pro 
ductive way in which to use one's leisure 

This rather awkward way of talking about wages and work has useful 
applications It enables us to understand certain observable regularities 
in households and labor markets For example unemployment rates for 
household heads of both sexes and for married men living with their 
spouses are consistently lower than overall unemployment rates These 
are usually people with little household income from other family mem- 
bers We would therefore expect them to have a lower demand for leisure 
and a more inelastic demand for income They are consequently more 
likely to be either working or looking for work Because current money 
income is relatively more important to them than nonmarket goods 
awktflHg’ fontfrf rtihtih A? JHsvaV fa' a better jvb the) mi d 1 owequxk})’ 
accept ]ob offers when they become unemployed and will less often quit 
jobs without having another 

Tables 16A and 16 B and figures 16A through 16P present a wealth of 
empirical data on changing patterns of employment and unemployment 
m the United States economy in recent years What we've just been 
talking about is illustrated m the difference between lme 1 of table 16 B 
and lines 13 and 14 Try your hand at explaining lme 4 on the basis of 
the same principles Why would you expect most teenagers to have a 
relatively high demand for leisure? What would you predict about the 
income elasticity of their demand for leisure and what would this imply 
about their response to higher wage rates? What are some of the impor- 
tant nonmarket opportunities to produce goods often chosen bv teen- 
agers? Why aTe people less likely to choose these options after age 
twenty, and still less likely to do so after age twenty five? (Well offer 
our own interpretations later on in this chapter ) 
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Table I6A tmOYMENT STATUS OF THE NONIN5TUUTIONAL POPULATION HOUSEHOLD DATA (Numbers m thousands) 


— 


| Not seasonally adjusted 

Seasonally adjusted 


Employment status 

Apr 

Mar 

Apr 

Apr 

Dec 

Jan 

Feb 

Mar 

Apr 



1974 

1975 

1975 

1974 

1974 

1975 

1975 

1975 

1975 


TOTAL 










1 

Total nomnstitut onal population 1 

150283 

152640 

152840 

150 283 

152 0 n 0 

152 230 

152 445 

152 646 

152840 

2 

Total labor force 

91736 

93593 

03464 

92 567 

94 015 

94284 

93 709 

94027 

94 457 

3 

Partctpahon rate 

610 

613 

612 

616 

618 

619 

615 

616 

618 

4 

Civ Inn noninstituhonal population* 

148040 

150447 

150 645 

148 040 

149 809 

150037 

| 150246 

150 447 

150645 

5 

Civilian labor force 

89403 

91395 

91309 

90324 

91803 

92091 

91,511 

91829 

92 262 

6 

Tart cipabon rate 

605 

o07 

607 

610 

613 

614 

60 9 

610 

612 

7 

Employed 

85 192 

8303o 

83549 

85 787 

85 202 

84 562 

84 027 

83 849 

84 086 

8 

Agriculture 

3437 ; 

2988 

3171 

3415 

3 339 

3 383 

3 326 

3 265 

3 238 

9 

Nonagricultural industries 

81756 

80048 

80377 

82 272 

81 863 

81 179 

80 701 

80 584 

80 843 

10 

Unemployed 

4301 

8359 

7820 

4 537 

6 601 

7,529 

7484 

7 980 

8176 

11 

Unemployment rate 

48 

91 

86 

50 

72 

82 

82 

87 

89 

12 

Not in labor force 

| 58 547 

59053 

59 276 

57716 

58 006 

57 946 

58 735 

58618 

58383 


Males 20 years and over 










13 

Total noninstitutionil population 1 

63712 

64 730 

64 812 

63 712 

64 462 

64 552 

64 644 

64 730 

64812 

14 

Total labor force 

51738 

52 311 

52320 

51 912 

52 414 

52 244 

52 150 

' 52136 

52414 

IS 

Part c pation rate 

812 

808 

807 

815 

813 

809 

807 

805 

809 

16 

Civilian non nstitutional population* 

61897 

62 997 

63080 

61897 

62 690 

62 824 

62911 

62 997 

63080 

17 

Civilian labor force 

' 49 924 

50579 

50588 

50 097 

50642 

50515 

50417 

50403 

50683 

18 

Participation rate 

807 

803 

802 

809 

808 

804 

801 

800 

803 

19 

Employed 

43104 

46612 

46901 

48 341 

47961 

47 490 

47288 

46 990 

47 123 

20 

Ajcrailtuw 

1508 

MM 

im 

1S2*> 

1451 

1411 

2.475 

2411 

1,389 

21 

Nonagricultural industries 

45 596 

44 302 

44,500 

45 835 

45 510 : 

4506B 

44 613 

44569 

44724 

22 

Unemployed 

1520 

3 966 

3688 

1756 

2681 

3025 

3129 

3 413 

3560 

23 

Unemployment rate 

36 

78 

73 

35 

53 

60 

62 

68 

70 

24 

Not in labor force 

11973 

12419 

12492 

11 800 

12 048 

12 309 

12 494 

12,594 

12397 


Females 20 years and over 










25 

Civilian nomnstitut onal population* 

70139 

71266 

71358 

70 139 

70 961 

71061 

71 167 

71266 

71358 

2o 

Civilian labor force 

31 611 

32789 

32 756 

31 612 

21305 

32,556 

32 326 

32637 

32845 

27 

Participation rate 

451 

460 

45 9 

45] 

45 5 

45 8 

45 4 

45 8 

460 

28 

Employed 

30159 

30073 

30145 

30 033 

29 992 

29 932 

29 719 

29 877 

30 007 

7Q 

Agriculture 

494 

374 

414 

541 

454 

524 

474 

443 

453 

30 

Nonagncultural industries 

29 606 

29 699 

29 731 

29 492 

29 538 

29 408 

29 245 

29 434 

29,554 

31 

Unemployed 

1452 

2 716 

2611 

1579 

2 313 

2 624 

2 607 

2760 

2 838 

32 

Unemployment rate 

46 

83 

80 

50 

72 

31 

81 

85 

86 

33 

Not in labor force 

38 528 

38477 

38 602 

38527 

38 656 

38,505 

33 841 

38629 

33513 
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Table IoA-rc hr, el 



Employment status 

j Not seasonally adjusted 

Seasonally adjusted 


Apr 

Mar 








Apr 

Apr 

Dec 

jan 

Feb 

Mar 



1974 

l“75 

1975 

1974 

1974 

1975 

1975 

1975 


Both sexes 16 19 years 









34 

C v Han noninstitutional population 1 

16004 

16184 

16 207 

16004 

16157 

16152 

16166 

16184 

35 

Civilian labor force 

7958 

8 027 

8025 

8615 

8 856 

9020 

8768 

8789 

36 

Participation rate 

497 

496 

49 5 

538 

54 8 

558 

542 

543 

37 

Employed 

6929 

6351 

6503 

7413 | 

7249 

7140 

7020 

6982 

38 

Agriculture 

435 

304 

357 

468 ' 

M 

437 

377 ! 

401 

39 

Nonagncullura! industries 

6494 

6 047 

6146 

6945 

6 815 

6 703 

6 643 

6,581 

40 

Unemployed 

1029 

1677 ' 


1202 

1607 

1880 

1748 : 

1807 

41 

Unemployment rate 

12.9 

200 

190 

140 

131 , 

208 . 

1 99 . 

206 

42 

Not m hbor force 

8046 

8157 

8182 

7 389 

7301 

7132 

7 400 ! 

7395 


WHITE 









43 

Civilian nonmstitut onal populal on 1 

130 922 

132879 

133039 

130 022 

132 356 ' 

132 553 ' 

132720 ' 

132 879 

44 

Civilian labor force 

-9415 

81 108 

81 113 

60 060 

1 81 336 1 

81-06 j 

61071 1 

81546 

45 

Participation rale 

| #>7 

610 

610 

612 

615 

616 

611 1 

614 

46 

Employed 

! 75050 

74 243 

74711 

76470 1 

76106 

7a 555 

75 043 

75 039 

4” 

Unemployed 

1 3465 

6865 ! 

6402 

3619 | 

5232 

615 1 , 

6028 | 

6,507 

48 

Unemployment rate 

44 

85 1 

79 

45 | 

64 

75 

74 , 

80 

49 

Not in labor force 

51507 

SI 771 1 

51926 

50 833 1 

51018 

50B47 

51649 

51333 


SECRO AND OTHER RACtS 









50 

Civilian nonmstitut onal popuhtion 1 

17118 

17568 

17606 

17118 1 

17452 

17 484 1 

17^27 

17a6S 

51 

Civilian labor force 

10078 

10286 

10 256 

10 196 ! 

10369 

10 464 1 

10 387 

10364 

52 

Partic pation rate 

559 

586 1 

583 

596 1 

i 595 ! 

59 8 

| 593 1 

590 

S3 

Employed 

9Z42 

6791 

6667 

0 296 

9090 

9057 

1 6989 

889o 

54 

Unemployed 

835 

1494 

1418 

900 

12°9 

1407 

1398 

1471 

55 

Unemployment rate 

83 

14 5 

138 

88 

125 

131 

135 

142 

56 

Not in labor force 

7 041 

7 261 

7 350 

6 922 

7 063 

7 020 

7140 



Source Bureau of Labor Statistics 

Note Data relate to the nonmstitut onal populal on 16 years of age anti over 1 ota! nomnstatul oral population and total labor force 
persons in the Armed Forces 

1 Seasonal variations are not present n the populal on figures therefore identical numbers appear n the unadjusted 3nd seasonally a 
columns (For m explanation of seasonal adjustments sec page 471 j 
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Table J6B — tonftBi id 




Number of 


Unemployment rates 


— 


Selected categories 

(In thousands) 









1974 

Apr 

1975 

Apr 

1974 

Dec 

1974 

]an 

1975 

Feb 

1975 

Mat 

1975 

Apr 

1075 


INDUSTRY* 









31 

Nonagricultural private wage and salary workers 5 

3422 

6 582 

at 

77 

87 

88 

93 

98 

32 

Construction 

449 

932 

99 

14 9 

150 

25 9 

161 

19 3 

33 

Manufacturing 

1,075 

2638 

50 

89 

105 

110 

114 

122 

34 

Durable goods 

625 

1651 

49 

87 

lfto 

109 

113 

328 

35 

Nondurable goods 

450 

987 

51 

91 

103 

111 

116 

11 

36 

Transportation and public utilities 

153 

320 

31 

39 

59 

52 

56 

66 

37 

Wholesale and retail trade 

957 

1525 

60 

8 2 

85 

80 

87 

91 

38 

Finance and service industries 

767 

1226 

43 

54 

62 

65 

67 

66 

39 

Government workers 

421 

569 

29 

32 

34 

36 

39 

38 

40 

Agricultural wage and salary workers 

VETERAN STATUS 

Males Vietnam era veterans' 1 

112 

167 

70 

79 

102 

88 

120 

126 

41 

2D to 34 years 

286 

593 

50 

76 

90 

88 

90 

99 

42 

20 to 24 years 

114 

239 

92 

156 

19 7 

173 

175 

228 

43 

25 to 29 years 

139 

241 

43 

67 

69 

74 

&1 

73 

44 

30 to 34 years 

Males nonveterans 

33 

113 

27 

37 

61 

5° 

3 2 

68 

45 

2D to 34 years 

752 

1472 

56 

82 

86 

93 

205 

10 1 

46 

20 to 24 years 

■a 

920 

74 

104 

116 

126 

147 

14 5 

47 

25 to 29 years 


284 

47 

72 

72 

86 

8o 

69 

48 

30 to 34 years 

m 

267 

37 

51 

51 

51 

55 

"2 


Source Bureau of labor Statistics 

1 Unemployment rate calculated as a percent of owlian labor force 

2 Insured unemployment under State programs unemployment rate calculated as a percent of average cos-eied employment 

3 Man-hours lost by the unemployed and persons on part time for economic reasons as a percent of potential!) available labor force man hours 

4 Unemployment by occupation includes all experienced unemployed persons vhereas that b) uidustn covers only unemployed wage ana 
salary workers 

5 Includes mining not shown separately 

6 Vietnam era veterans are those who sened after August 4 1°64 
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Ckapttr Sixlttfl 


The Demand for Labor 

We've been focusing so far on the supply of labor market time What 
about the demand for labor? Chapter 13 argued that employers will 
purchase productive resources as long as their expected marginal contri- 
bution to revenue is greater than the expected marginal cost While the 
xjurg mil productivity theory does not provide a complete theory of the 
demand for labor, it does provide important insights into the way labor 
markets operate It must be used with caution, however, and with atten- 
tion to the actual range of options that employers encounter Hiring and 
discharging workers when wages change or when their marginal dollar 
product shifts is not a costless action 

An employer usually expects to incur costs in finding appropriate 
workers and equipping them with the skills they must have to be effective 
m particular positions The costs of advertising, interviewing, testing, and 
filling out forms are mvestments that employers must make to obtain 
workers Moreover, in an organization of any complexity, there are many 
things to be learned before workers' productivity can reach the level 
expected when they were hired They may have to learn, for example, 
the names of associates, the formal and informal rules of social conduct, 
the location of specific tools and facilities, the procedures to be followed 
in requisitioning materials, making a sale, taking sick leave, reporting 
progress or trouble, replacing a light bulb, and so on An employee who 
leaves after acquiring this job-specific training represents a loss to the 
employer of what may be a significant investment That's why labor 
turnover can be quite costly and why employers often try to retain certain 
workers even though their marginal dollar product js expected to be 
temporarily below their marginal cost 

But employers have other options, too In some circumstances they 
will hire on a day-by-day or even hour-by-hour basis When the driver 
of a moving van arrives m town with your furniture, he will go to a labor 
pickup point and hire some workers for just a few hours to help him 
unload Fanners may hire laborers in a similar manner A few skilled 
occupations are organized so that an employer can obtain skilled workers 
on a short term basis through the union hiring hall. The appropriate union 
certifies the qualifications of the carpenter, electrician, or plumber. The 
common feature in each of these cases is that the employer invests very 
little m finding and training workers If employers know they can hire 
practically identical workers at the gomg wage with little cost of search 
or training, they may elect not to keep such workers on the payroll on 
the days when they cannot be used to produce revenue at least equal to 
their wages 

Sometimes these kinds of markets become so flexible that workers are 
hired for only a few minutes at a time. You hire a taxi driver and his 
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vehicle for only a few minutes and, unless you ve traveled to a remote 
destination from which you intend to return very soon, you fire hun and 
hire another for your next tnp Many consumer services are arranged on 
this basis We typically think of those who provide such services as being 
self-employed but they are actually being employed by the consumers 
of their services 

"So what does all this have to do with unemployment 7 ' says an 
impatient voice from the back of the room Suppose you were going to 
spend the summer working at a dude ranch in Wyoming and you didn't 
have room to take along your bicycle and stereo set As a result they 
would be unemployed over the summer Would you lay them off for the 
summer or retain them on the payroll 7 In other words, would you sell 
them before leaving and then purchase replacements in the fall? Or would 
you expect the transaction costs of selling and repurchasing to be greater 
than the opportunity cost of keeping them during the summer 7 For 
exactly the same reasons an employer may retain an employee during 
a period of slack business he expects the value of the worker's marginal 
product to exceed the wages again m a short while and he believes it 
would be costly to find and tram a replacement 

This provides at least a partial explanation for some of the observed 
employment phenomena during a recession More highly skilled workers 
and those with more job specific training have lower layoff and un- 
employment rates during a recession, and their unemployment rates 
start to rise sometime after those of other workers It is well known that 
product per employee hour tends to decline during recessions while 
unit labor costs rise (See figure 16Q ) The notion of employer investment 
in employees explains this phenomenon 

"Involuntary" Unemployment 

The Bureau of Labor Statistics maintains a statistical senes on un- 
employment in our economy going back to 1929 The data are based on 
household interviews conducted m accordance with accepted sampling 
procedures They recount a disturbing history 

The civilian labor force, you will recall is defined to include everyone 
over the age of sixteen (over fourteen until 1947) not an inmate of an 
institution or m the armed forces, and either employed, actively seeking 
employment or waiting to be recalled to employment Table 16C shows 
m the first two columns the total number of people in the civilian labor 
force classified as unemployed in each year from 1929 to 1974, and the 
same figure expressed as a percentage of the civilian labor force The 
figures are annual averages based on monthly survey data and are given 
to the nearest thousand What do they tell us 7 

A good place to begin asking that question is with the data for 1942- 
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Figure 16Q Productivity hourly 1945 the years of World War II No one claims that the United States 

compensation unit costs and prices- had an unemployment problem during those years Yet even in 1944 

nonfinancial corporations (percent when people were being urged to leave school and take a job, to come 

change from same quarter a year ago) out of retirement, to work six and seven day weeks 1 2% of the labor 

force was classified as unemployed Anyone who lived through those 
years would have trouble believing that 670 000 people could not find 
jobs in 1944 What was happening? 

People were toohng for work in 1944 not because they couldn t find 
employment but because they wanted better jobs than the ones they 
already knew about They were unemployed by choice and not mvolun' 
tarily And that leads to the somewhat controversial proposal that we 
shall now offer and defend People are always unemployed by choice 
Those whom the BLS statisticians count as unemployed have chosen this 
status because it presents, in their judgment, the best available option 






Table UC EMPLOYMENT AND UNEMPLOYMENT 1<V9 1974 


Year 

Unemployed 
(in thousands) 

Percentage 
of Owl an 
Labor Fora 

EmpJoved 

(m thousands) 

Percentage of 
liOTinsfitiri onai 
Population 

1929 

1550 

32% 



1930 

4 340 

87 



1931 

8020 

159 



1932 

12060 

236 



1933 

12330 

24.9 



1934 

11340 

217 



1935 

10610 

201 



1936 

9030 

169 



1937 

7700 

143 



1938 

10390 

190 



1939 

9480 

172 



1940 

8120 

14.6 



1941 

5560 

99 



1942 

2 660 

47 



1943 

1070 

19 



1944 

670 

12 



1945 

1040 

19 



1946 

2270 

39 



1947 

2321 

39 

57039 

55 2% 

1948 

2 276 

38 

58,344 

558 

1949 

3637 

59 

57649 

54* 

1950 

3258 

53 

58920 

552 

1951 

2055 

33 

59962 

55 7 

1952 

1883 

30 

602s4 

554 

1953 

1834 

29 

61183 

553 

1954 

3532 

55 

60110 

538 

1955 

2852 

44 

62171 

55 1 

1956 

2750 

41 

63802 

561 

1957 

2859 

43 

64 071 

557 

3958 

4602 

66 

63 036 

5*2 

1959 

3,740 

55 

64,630 

548 

I960 

3 852 

55 

65 778 

54 9 

1961 

4714 

67 

65 746 

542 

1962 

3911 

55 

66702 

642 

1963 

4070 

57 

67762 

641 

1964 

3 786 

52 

69305 

545 

1965 

3 366 

45 

73 OSS 

550 

1966 

2,875 

38 

72595 

55 6 

1967 

2975 

38 

74 372 

558 

1968 

2 817 

36 

75920 

560 

1969 

2831 

35 

rm 

565 

1970 

4088 

49 

78627 

561 

1971 

4993 

59 

79120 

55 5 

1972 

4840 

56 

8I70Z 

560 

1973 

4304 

49 

84400 

569 

1974 

5076 

56 

85936 

s70 


Source Bureau of Labor SUisstKS More recent data on employment and un 
employment will be found n appendix 6 p ge 810 



Don t jump to unwarranted conclusions We aren't supporting the 
notion that unemployment is due to laziness, or that everyone could find 
a satisfactory job if only he resolved to do so Nothing like that is implied 
by the assertion that unemployment is a consequence of choice, some- 
thing chosen as the best amiable opportunity This is simply a way of thinking 
about unemployment that provides a more comprehensive picture than 
the usual notion that people can be involuntarily unemployed 
When an airplane manufacturer tells an engineer in his employ that he 
is being laid off at the end of the week, the engineer will make plans 
Because there are work opportunities available, he could begin a new job 
the next day But it is not probable that he could the very next day go to 
work at another job with net advantages equal to the one from which he 
has been laid off, or even very dose The cond it ion of his fin d ing a new job 
immediately might be a willingness to work for a small fraction of his 
previous wage or m some occupation that he intensely dislikes If an 
engineer laid off on Friday refused to go to work on Monday as a restaurant 
dishwasher for 52 00 an hour (which we are now assuming to be the best 
option available to him for Monday) he would become officially un 
employed inasmuch as he (host not to take the dishwashing job 
At the same time we should probably all agree that he would be foolish 
not to become officially unemployed There are almost certainly better 
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opportunities not yet available because they are not yet known to him 
If he takes a job that pays $4000 a year in order to avoid being counted as 
unemployed he reduces his opportunities to search for a better ;ob The 
value to him of time spent searching may well be greater than 52 an hour 
He may even value just fishing for afewweeks at more than $2 an hour If 
he has some savings accumulated or his wife has a good job or he is fairly 
certain that another engineering position will become available shortly, 
voluntary unemployment could be a very sensible choice for him 

Why stress the voluntary nature of unemployment 7 What's the point? 
The point is the fundamental ambiguity, bordering on meaninglessness, 
of the concept of involuntary unemployment As long as useful work 
remains to be done-and that covers every place and time with which we 
are familiar-employment opportunities exist including opportunities for 
self-employment (Notice that the official definition misleadingly counts 
as unemployed those persons who are working around the house while 
looking for more attractive opportunities elsewhere ) Of course, available 
opportunities may be far below the individual's expectations, they may 
not yield an income on which he could begin to support himself ade- 
quately, and they may-a crucial point-promise a lower marginal benefit 
than he anticipates from continued job searching The possibilities are 
many Choice is therefore crucial But the concept of invoknlani unemploy- 
ment covers over the important factor of choice That is why we have 
rejected it in favor of the working postulate that every unemployed person 
chooses that status For some people the choice will be a dismal one But 
the problem for them and for society is that these people must choose 
among a set of very poor options, the problem is nut that no work at all is 
available 

It follows, then, that 670,000 persons were unemployed on an average 
throughout 1944 because this number of people preferred unemployment 
Why 7 For the most part they were out of work m order to obtain a better 
job They were looking or waiting That obviously does not make them 
lazy or foolish It doesn’t even make them unpatriotic Wartime demands 
called for numerous reallocations of labor among jobs The individual 
who was looking for a higher-paying job in 1944 can also be viewed as 
someone trying to move from a socially less-vaiued to a socially more- 
valued task with the competitively determined wage reflecting social 
priorities 
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But what of 1933? Were 13 million people voluntarily unemployed? One 
m every four members of the labor force? Yes, strange as that answer may 
sound at first They were for the most part unhappy, frustrated, and often 
desperate Something had gone radically wrong with the econo mic system 
The value of available job opportunities had diminished spectacularly and 
rapidly after 1929 This was the crux of the unemployment problem 
Opportunities for gainful employment were so unattractive that almost 
13 million people eager for job income had no better option than to he 
unemployed, despite the personal and family distress that this entailed 
Once again, with all the emphasis we can muster, in defining unemploy- 
ment as a consequence of choice, we are not assigning moral fault or mini- 
mizing the often tragic consequences of depressions We are rather incor- 
porating this problem, too, within the general analytical framework of 
economics, where action is assumed to result from choice of the best avail- 
able opportunity, even in situations where the best opportunity available 
is a distressingly poor one 


Employment Rates and Labor Force Participation 

During 1974 an average of 5 6% of the civilian labor force was un- 
employed, as measured by the Bureau of Labor Statistics. In \%s the cor- 
responding figure had been only 3 8%. May we conclude that the employ- 
ment picture was more favorable in 1966 than in 1974? Let's take a closer 
look at the data for those years before answering 

In 1966, 57 8% of the nomnstitutional population was officially included 
m the civilian labor force, those working, waiting to be recalled to work, 
or actively seeing emp/oymenf fn 1974, by contrast, 6(JJ% i 0 f ffte non- 
institutional population was in the civilian labor force. In other words, a 
considerably larger portion of the eligible population wanted jobs in 1974 
than in 1966 Moreover, despite the higher unemployment tate in 1974, 
a larger percentage of the eligible population actually held jobs in 1974 
than in 1966. The employment rate, defined as the percentage of the non- 
institutionaf population holding civilian employment, was 55 6% in 1966 
and 57% in 1974. It turns out that while the unemployment rate was much 
worse in 1974 than in 1966, the employment rate was actually higher 
in 1974 

Which is the more meaningful measure of the job situation) There is no 
simple way to answer that question The employment rate Can rise right 
along with the unemployment rate, which just says that the labor force 
is increasing faster than unemployment is increasing That occurred 
between 1966 and 1974 Was it a desirable or undesirable development? 
Is it a good sign or a bad sign when a large percentage of th& population 
chooses to enter the labor market? The answer depends on why they made 
that choice. 
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IS UNEMPLOYMENT VOLUNTARY OR INVOLUNTARY? 

Many economists do no agree that it is useful to view all 
imempfoymenf as voluntary Some Sase 2rgu»d that the attemp 
to eliminate th p concept of involuntary unemployment from 
discussion is at best an unwarranted stretching of the meaning of 
words at worst a disguised attempt to persuade people that an 
emptov merit is not i serious social problem *.nd that pub! epohey 
can therefore adop ‘ i tolerant atbtuae toward it Students encoun 
tering this mode of analysis for the first time «re likely to agree 
Thev will suspect that someone is either trung to get nd of a 
problem b\ erbal jugglmgorelse trv ng <=ubtJy to insinuate that 
people are unemployed through their o vn fault Why not con 
form to conventional usage and agree to Call e ome unemplov ment 
involuntary? 

But those who retain be concept of involuntary unemplov 
menf run into problems Wo Firs of all how will they classify 
those people who are not emploved and are not actnelv looking 
for wort because thev don t bpl eve thev could find an acceptable 
yob? Are they involun anly unemplov ed 1 As far as the BLS is 
concerned they are not unemployed at all because thev are not 
in the labor force V e know however that the BL5 data under 
stale the problem b\ missing ill those workers i ho have left the 
labor force out of discouragement. But how shall \edraw ‘he line 
between those for whom not working entails severe harasbip and 
those who feel no urgency about finding ? job but nonetheless 
would accept em plovmenf if the right opportunity a rose? V\ e shall 
certamlv want to draw some such line But is there an way to do 
so that does not pay fundimenta! attention to the opportunities 
among which different people see abk toOiw r 7 And that tikes us 
back to the i tew that unemploi ment is chosen and hence \ olun 
tary 

A second difficulty is that of deciding what portion of measured 
unemployment shall be counted as a problem For pol cy pur 
poses a part of the official!) measured unemployment is unwer 
sally regarded as voluntary that part which reflects normal 
turnover beh een jobs or people m tne process of changing 
jobs The accepted term for tfnf is fn i oral are rph men l But how 
is factional unemployment to be distinguished in practice from 
involuntary unemployment the unemplovment that calls for 
corrective social policy? The standard procedure is simplv to pick 
some percentage (2 ff o or 3*5 or 4' J o) and to sa, that we hate a 
problem i henever unemployment n£e c abDi e this unavoidable 
minimum 

But with this procedure the amountof problem unemployment 
is as arbitrary as the percentage figurechosen to define frictional 
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unemployment And the unemployment problem can be elimi 


dnfted upward from about 2.5^ or 3% in the early 1950s to 5% or 
more in the mid 1970s In other words unemployment levels that 
would fu\e created consternation and calls hr urgent action in 
the 1950s are now widely accepted as appropriate targets for 
policy The concept of involuntary unemployment provides no 
bulwark against complacency in the face of rising unemployment, 
because ltis logically linked to the concept of frictional unemploy- 
ment which in tum is little more than a fudge factor The ques 
tion remans Whatistheappropnate levelof fnctional unemploy- 
ment and why is this level to be deemed acceptable'’ 

It seems to US far more useful to consider all unemployment as 
the product of choice and to ask Why do people choose as they 
do? Why do opportunities for choice suddenly expand or decline? 
Why do some people have such a terribly poor range of choices? 
What can be done to enlarge and improve available opportunities 
especially for those whose choices are severely constrained? 

At the very least this way of looking at the problem does not 
seem any more open to political abuse than the conventional 
approach And it is conceptually clearer, more comprehensive 
and more consistent 


In each of the imaginary cases below, people's choices are altering the 
labor force participation rate The examples were constructed to convince 
you that neither entrance into nor exit from the fabor force is in itself a 
good thing but that the desirability or undesirability of charges in the 
labor force participation rate depends on the circumstances underlying 
people s choices 

1 David Ricardo retires from his job as a stockbroker because he 
can live comfortably on his accumulated savings and he wants to 
spend more time in public service 

Z Arthur Mommeter who retired seven years ago at age 65, starts 
looking for work again because inflation has eaten up so much 
of his savings 

3 Jack Daniels turns to the bottle after losing his job and refuses 
even to look for work 

4 Gloria Greer whose husband is a wealthy lawyer, takes a job after 
thirteen years of marriage, because she wants something more 
challenging to do than keep house for Mr Greer 
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5 Elizabeth Bennettxeludaritly accepts a temporary jab asa waitress 
when her husband s unemployment compensation runs out 

6 John London quits school and signs on with a logging crew 
because he finds the forest more healthful interesting 2nd profit 
able than college 

7 Virginia Fox enrolls in college full time because she hasn t been 
able to iind a good job after looking hr six months 

8 Delmar Monte fakes a full time job in the cannery while attending 
school because the canning company has boosted wage rates in 
an effort to get more help 

Employment Rates or Unemployment Rates 7 

A former commissioner of Labor Statistics, Geoffrey H Moore, sug 
gested jn a recent article in the Wall SlreH Journal (May 1 975) that the 
employment rate might provide a more objective and reliable measure 
ment of the job situation than the unemployment rate The two variables 
necessary to calculate the employment rate are total civilian employment 
and the nonmstitutional population, both of which can be objectively 
measured without great difficulty The unemployment rate, by contrast, 
is the number waiting to be recalled or actively seeking employment 
divided by the civilian labor force, both of these magnitudes arc difficult 
to measure objectively because "actively seeking employment" is not a 
clear cut status 

The fourth column of table 16C on page 433 shows the employment 
rate in the United States in each year since 1947 (Data prior to 1947 would 
not be comparable without major adjustments, because the minimum 
age for being counted in the nonmstitutional population was raised in 
1947 1, GmpzK the two columns and ask yourself whether it cukes 
much difference whether we consult the employment or unemployment 
rate in making public policy 

We'll provide one argument on each side In March 1975 the imemploy 
ment rate was 8 7% worse than it had been in any recession since the 
years prior to World War II But that was not nearly as great a cause for 
alarm as many people thought, the employment rate in the same month 
was 54 9% higher than it had been m the recession years of 1949, 1954, 
1958, and 1961 If the March 1975 unemployment rate had been lowered 
only to 7 6%, everything else remaining unchanged the mployment rate 
for the month would have been at a higher level than actually prevailed 
in the low unemployment year of 1966 

On the other hand, the surprisingly high employment rate in March 1975 
was the result of an exceptionally high rate of participation in the labor 
force which may m turn have been due to the persistence of inflation and 
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increasing unemployment (Consult the cases above of Arthur Mommeter 
and Elizabeth Bennett to see how inflation and unemployment can each 
cause the labor force to increase ) By looking at employment rather than 
unemployment rates, we may be allowing people's response to a problem 
to obscure the gravity of the problem 
Both arguments have merit The wisest procedure may be to understand 
the concepts upon which each measurement is based and use good judg 
ment thereafter Neitheran increase m the employment rate nor a decrease 
in the unemployment rate is necessarily a good thing Economic improve 
ment consists as we argued in chapter 7, in an extension of the range of 
alternatives available to a society The goal is more and better choices 
for people 


Dissecting Unemployment Data 

It was a significant achievement when we were able to obtain reliable 
data on unemployment to substitute for casual estimates based on frag- 
mentary evidence estimates that provided little guidance to policymakers 
because they could so easily be disputed Tables 16A and 16B and figures 
loA through 16Q begin to reveal the detailed nature of the available data 
on unemployment The BLS breaks the aggregates down to provide infor- 
mation on employment and unemployment by age, sex, and race by 
selected groups such as experienced workers, household heads married 
males full and part-time workers, blue-collar workers, by duration of 
unemployment from less than five weeks to more than half a year. And 
the Office of Manpower Administration, also in the Department of Labor, 
publishes extensive data on unemployment insurance programs workers 
covered claims paid, benefits exhausted We have available a remarkably 
comprehensive and detailed picture of the dimensions of the unemploy- 
ment problem in the United States 

But the picture, in some respects, is like a surrealist painting vivid in 
detail and full of recognizable objects but somewhat disconcerting when 
one tries to make sense out of it 1 The analogy must not be pressed, how 
ever, for paintings aren t required to make sense in the same way that 
economic data are But what do the data mean? More specifically, what 
kind o( problem is presented by the unemployment levels depicted? 

Our concern at the moment is not with the 1930s and 1940s, but with 
the unemployment figures in subsequent years What does it mean for 
example, that almost 5 million people were unemployed in 1971? It does 
not mean, first of all, that 5 million households were without income The 

1 If you ve never seen a punting by the Idle Belgian surrealist Reit<f Magritte look him 
up on your next tnp to the library You may find yourself capt vated by an intriguing painter 
And you II discover the force of this analogy 
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average unemployment rate m 1971 for household heads was only 3 6%, 
and in most of these households there was income from other sources 
Among married men the unemployment rate was 3 2% On the other 
hand, it was 7 4% among blue-coliar workers and a disturbingly high 10% 
among nonwhite members of the labor force Among teenagers (16-19 
years old) it was 16 9% The aggregate figure of 5 9% obviously conceals 
a lot of important variation 

l£t's take a look at data on duration of unemployment in 1971 The 
average (mean) duration was 11 3 weeks Of the almost 5 million un- 
employed about 45% were without jobs for less than five weeks But a 
little more than 10% of these people were unemployed for more than half 
the year Why did some go back to work quickly while others found no 
work for long periods of time? The figures on long-term unemployment 
actually understate the problem For once a person withdraws from the 
labor force, he's no longer counted as unemployed And workers who 
don't find employment within six months are often discouraged enough 
to quit looking, so that they drop out of the labor force and hence out of 
the unemployment figures We referred above to the well known phe- 
nomenon of extremely high unemployment rates among nonwhites Does 
that explain why m the quarter century after 1948 labor force participation 
rates of nonwhite adult males dropped from 972% to 92% among those 
35-44 years old and from 94 7% to 86 9% among those 45-54 years old? 
(The corresponding changes for white males were only 98% to 97% and 
95 9% to 94 7% ) People who cannot find what they’re looking for may 
eventually give up 

One more set of data will add significantly to the picture In 1971 almost 
60 million people worked at jobs covered by some kind of government- 
operated or -assisted system of unemployment compensation That s 
slightly more than 70% of the civilian labor force The average weekly 
check received by workers entitled to unemployment compensation was 
$54 But only 2 3 million unemployed workers or less than half the total 
received any of these benefits The picture is again one of enormous differ- 
ences, with some unemployed workers receiving benefits that, partly for 
tax reasons left them almost as well off financially as when they were 
working and others receiving nothing 

Clearly the unemployment problem in the United States is not a simple 
one And this is the point we want to stress in asking what the BLS figures 
on unemployment mean In using these data for policymaking purposes 
we must be continually aware that particular people are unemployed for 
very different reasons and with quite different social and personal conse 
quences and that no single government policy is capable of solving the 
unemployment problem because it isn t a single problem 

Largely as a result of our experience in the 1930s with prolonged large- 
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scale unemployment associated with low levels of private spending and 
huge amounts of unused productive capacity, economists and other stu- 
dents of economic policy have focused on the relation between unemploy, 
ment and the total market demand for commodities and services This 
emphasis, as we shall see in subsequent chapters, produced a great deal 
of theoretical and empirical work on the causes and cures of aggregate 
economic fluctuations But unemployment has other causes as well, 
causes on which we want to reflect before launching into our analysis of 
aggregate demand, Keynesian economics, monetary disturbances, and 
fiscal and monetary policy 

lob Turnover and Labor Force Attachment 

In 1971 only 46% of those listed as unemployed had lost their jobs or 
been laid off The other S4% were either entering the labor force for the 
first time, reentering it after a period of absence, or had quit their last 
jobs Moreover, job turnover has long been high m the United States 
Total hirings and separations among employees m manufacturing, for 
example, consistently run above 4% of the labor force per month We can 
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translate that loosely by saying that one out of ever} 25 workers in manu- 
facturing can be expected to leave his job for some reason in the next 30 
days Unless these job leavers drop out of the labor force altogether, they 
will add to the unemployment totals until they go to work at a new job 

These figures suggest that much of our measured unemployment can 
be attributed to weak job attachment among a substantial number of 
workers That thesis is supported by other evidence 

Teenage Unemployment 

The unemployment rate among teenagers has long been many times 
higher than the national average Jn part that results from the general 
absence in this country of programs for matching up available jobs with 
young people as they leave high school High school counselors are dili- 
gent college placement officers, but they are less effective in serving those 
who want to goto work when they graduate or leave school This is not 
to blame the counselors They have for the most part received little 
encouragement or assistance from employers, parents, or the students 
themselves 

But there is more to the teenage unemployment picture A large pro- 
portion of the |obs available to teenagers are simply not attractive They 
don't pay much more than the legal minimum and they offer no hope of 
advancement They are seen as dead-end jobs, something to be done to 
earn a little money but not the beginning of careers The attractiveness of 
a particular job depends, of course, on the alternatives Most teenagers 
have few financial obligations and many continue to live with their par- 
ents, so they can afford to quit a job and take their time about finding 
another Since there are usually plenty of equally attractive (or unattrac- 
tive) jobs around, they are not much deterred from quitting by the fear 
that they won t 6e able to get something just as good' if they change 
their minds 

Moreover, many unemployed teenagers look for jobs, full or part time, 
while attending school, and still others only flirt with the job market 
because they're simultaneously flirting with the possibility of going back 
to school or joining the military service or maybe getting into some kind 
of vocational training program The common element m all these factors 
is the low urgency assigned to remaining at the current job or taking 
another at the first opportunity 1 

1 Martin Feldstein. has suggested Perhaps much of Ihe high turnover and voluntary 
labor force withdrawal among young non-students reflect an attempt to enjoy the same 
freedom and occupational irresponsibility that we take for granted m our student population 
of the same age Why not? This analysis of unemployment data and then meaning owes 
much to Feldstein 5 discussion of The Economics of the New Unemployment based on 
a study he submitted to the Jo nt Economic Committee of the Congress in 1973 and pub 
lishcd in The Public interest Fall 1973 



444 


Chapter Sixteen 


We don t mean to suggest by this analysis that teenage unemployment 
is not a serious social problem We are rather trying to find out just what 
kind of problem it is It is not except in rare instances a problem of no 
work to be had by those who must have income to meet their obligations 
But a society that is unable to provide a substantial number of its young 
people with jobs they think are north pursuing, jobs with five prospects for 
advancement or meaningful work does have a serious problem In recent 
years the problem may even have become more acute and widespread as 
college students too leave school and find that even a bachelor’s degree 
no longer guarantees an attractive job offer There is evidence that the 
scenario sketched above for 16-19 year olds is beginning to be reenacted 
by 20 24 year olds 

In 1971 one out of every four labor force participants listed as un 
employed was a teenager m 1973 it rose to two out of every seven That s 
certainly a significant fact to keep in mind when asking about the meaning 
of our unemployment figures But what about the other three out of four 
or five out of seven 7 Why are they unemployed 7 


ON RETIRING AT TWENTY OR AT SIXTY 

One of the authors has done research on time and income alio 
cation over the course of people s lifetimes He found that an 
interest ng pittem emerges after formal schooling is complete 
People who are more impatient than society (that is who dis 
count the future at a rate higher than the market rate of interest) 
will devote an m iwint of then time to work as they get 
older They will work less when young and may not plan to retire 
People who are less impatient than society (whose intemalrate 
of time discount is below the market rate of interest) will devote 
a decrcisingfraclion of their time to work as they grow older They 
Will work hard when >oung and plan for their retirement 
Is one inherently superior to the other? Yet the less impatient 
frequently do condemn those who are more impatient 


Abilities and Opportunities 

When we begin to break down the data we discover that there are 
several reasonably distinct causes of unemployment among older workers, 
and that this diversity of causes creates different kinds of problems that 
will probably require for their solution quite different policy approaches 
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To begin with, some workers are close to unemployable They may 
have low skills, physical disabilities emotional problems or simply such 
poor work habits that few employers would want to take them on at any 
positive wage 

Then there are workers, again often with low skills and poor work 
habits, who are unwilling to accept or to remain for long at the jobs 
employers are willing to giye them Martin Fcldstem reports on a program 
initiated in Boston in 1966 to provide jobs for very low-skill workers 
About 15,000 were referred to employers and 70% of these received job 
offers But 45% of the job offers were rejected and half of those who did 
accept were no longer on the job after one month A high proportion at 
these separations was initiated by the workers themselves Many workers 
in this category are probably not even listed as unemployed, because they 
have withdrawn from the labor force So in this case the BLS da ta probably 
understate the problem But exactly what is the problem 7 Extravagant 
expectations or inadequate opportunities 7 Whichever alternative we elect 
the situation results in poverty fora substantial number of such individuals 
and in many cases their dependents as well The problem is genuine But 
how should we set about solving it 7 

Points of View and Bias 

The language of the preceding paragraph may have suggested that 
workers with low skills or poor work habits are themselves to blame for 
their situation There are people eager to argue that a lack of ambition or 
personal responsibility is the root cause of a substantial amount of national 
unemployment It is particularly easy for white, middle class males to 
think in this fashion, and thereby to overlook the possible role of the labor 
market itself in creating the problem Substantia) evidence exists to sup- 
port the view that hiring practices in the United States have helped to 
create the problem Discrimination by employers mid fellow employees on 
the basis of such factors as race and social class has tended to confine 
some workers to the least attractive jobs the ones with low pay, poor 
prospects for advancement, little chance to acquire skills, and a low prob 
ability of permanent employment It isn t surprising that such workers 
develop a weak attachment to the labor force, tend to be relatively un- 
skilled, and display work habits that make them unattractive to employers 
But what is cause and what is effect 7 

Social scientists are usually reluctant to enter into a discussion of 
"blame" or "fault" But intelligent policy formulation requires attention 
to causes and almost any discussion of causes, when we're looking at 
social phenomena, presupposes some notion of responsibility-which in 
practice is very difficult to distinguish from notions of credit or blame 
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Chapter Sixteen 


Because the economic way of thinking is rooted in the concept of indt 
vidual choice it tends to postulate individual responsibility for any 
actions that people take This is not so much explicitly stated as pre- 
supposed But it begs an important question Do individuals create society? 
Or does society create individuals? Shall individuals or society be held 
responsible for the m sfortunes that people encounter? That is the larger 
question underneath numerous contemporary public policy disputes not 
just disputes over policies to deal with unemployment It is a question of 
course that people have been debating for centuries and one that none 
of us is likely to resolve We can at least be alert to the fact that the 
emphasis we place upon either of these poles-the individual or society- 
will influence our interpretation of fact and hence the policy conclusions 
to which we come In such a situation there may be no better remedy 
than a determination to remain open to alternative points of view and to 
give sympathetic attention to opposing analyses 

There is an additional component of our unemployment totals where 
individual choice is clearly involved but where the choices would not be 
widely regarded as intolerable The problem-insofar as it is a problem- 
may have been created by our unemployment compensation system our 
way of taxing wage income the prevalence of families with more than one 
wage earner and the fact that the demand for leisure tends to increase at 
higher income levels 

Imagine a man laid off who is eligible for unemployment compensation 
and whose wife is working He loses the income from work But he receives 
as compensation one half his regular wage Moreover this income is not 
subject to income or social security taxes so that the actual reduction in 
his income will be considerably less than half How eager will he be to 
return to work? A worker loses his eligibility for unemployment com- 
pensation if he refuses to accept a job to which he has been referred as 
long as that job is comparable to the one he lost so the system doesn t 
provide automatic paid vacations But it s possible to behave during a 
job interview in a way that reduces the probability of a job offer The point 
of this analysis in any event is not to argue that some of the officially 
unemployed are goldbrickmg but to suggest that unemployment of limited 
duration is not experienced as an economic d saster by all those who are 
laid off 

Toward Clarity of Goals 

So the BL5 statistics on employment and unemployment require consid 
erable dissection and interpretation before they can serve as a guide to 
policy No one has ever suggested that government policy should aim at 
a zero unemployment rate, a target that wasn t even reached at the height 
of World War II Some unemployment is universally accented as necessary 
if workers are to be allowed freedom ***•<> and ? „ ’bor * is 
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to function as a system for reassigning workers in an economy character- 
ized by continual change both m technology and in the composition of 
demand for products How much unemployment ought to be accepted, 
not as a problem but as a condition of freedom and fluidity? The answer 
can t simply be stated as a percentage The tolerable or desirable minimum 
level of unemployment should and will increase as the opportunity' cost 
lo workers ol being unemployed goes down 
Moreover, there are many among the unemployed w ho will not readily 
find work even if the aggregate demand for labor increases It max prove 
much more difficult to de\ ise effects e and politically acceptable ways to 
offer income and work to many of the unemployed than we currently 
realize So government action' aimed at creating or maintaining a high and 
Steadily expanding demand for labor important as they may be cannot 
be the whole of our labor policy 


UNIONS AND THE LABOR MARKET 

Where do unions fit into all of this? Economic theorists have often been 
criticized for treating unions as an afterthought in their analysis of labor 
markets Part of the reason is that union goals and behavior cannot be 
fitted easily into the framework of economic analysis Because the policies 
of particular unions are shaped by internal political processes as well as 
by the preferences of individual workers and employers some economists 
have chosen to assign the analysis of union bcha\ lor to political scientists 
and sociologists But unions play an important role in affecting the vari- 
ables with which we re concerned in this chapter and ignoring them 
entails a senous omission 

The Context of Union Policies 

We must remember at the beginning that although unions bargain with 
employers, unions are not compiling with employers It is more correct to 
say that unions attempt to become the exclusive seller of a particular input 
to the production processes of employers or that they attempt to eliminate 
competition among employees The position of unions is analogous to 
that of steel producers who want to sell to automobile makers The steel 
companies do not compete against the automobile companies they com- 
pete rather against other steel companies and against companies that 
produce substitutes for steel 

A major difference between the steel companies and the United Auto 
mobile Workers both of which are selling inputs to automobile makers 
is that the UAW must deal with conflicting interests among its current 
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and potential members H gher wage rates will mean fewer employment 
opportunities How shall the union compromise between the desire of 
some for more jobs and the desire of others for higher wages? Workers 
who never obtain jobs in the automobile plants because of the high wage 
rates negotiated by the union can perhaps be ignored by union leaders 
but unemployed union members have a vote and so their interests must 
be considered Executives of steel companies, by contrast, don't have to 
weigh the preferences of the iron ore that must wait longer in the ground 
before finding employment if the price of steel is raised 
The goals and practices of unions often differ systematically between 
the two major types of labor union that exist m the United States Crafl 
unions are those with formal apprenticeship programs that tram new 
members in specialized and fairly clearly defined skills Craft unions 
include, among others, plumbers carpenters, pipe fitters, and electricians 
Members of a craft union belong to the union organizing their craft regard- 
less of the employer for whom they work Because some jobs are difficult 
to classify by craft, some crafts are represented by more than one union 
The jurisdictional disputes that subsequently arise between craft unions 
are further evidence that unions are not competing against employers but 
agamst those who sell substitutes for their members' productive services 
Induftnal unions are organizations of all the workers in a particular 
industry without regard to the kind of task they perform Sometimes 
industrial unions will exempt those who work at crafts for which specific 
craft unions exist, but at other times industrial unions will attempt to 
include the craft workers employed m the industries they have organized 
This is another prominent source of jurisdictional disputes between 
unions The United Automobile Workers, the United Steel Workers and 
the United Mine Workers are examples of major industrial unions 
Because of their control over the apprenticeship programs that are the 
means to certification as a skilled worker, craft unions can control the 
supply of workers available to employers If they can also limit employers' 
options for substituting other workers or capital for the services of their 
members, craft unions will have substantial market power And craft 
union members do m fact tend to be well paid Industrial unions, on the 
other hand, must accept as members whomever the industry hires Unable 
effectively to limit the supply of potential employees, industrial unions 
are reduced to bargaining for higher wages while insisting on the seniority 
rights of members in order to prevent employers from substituting 
workers who would accept a lower wage 


The Effects of Unions 

To most people it seems obvious that unions raise the income of 
vorkers Economists aren't that sure If fewer workers are demanded at 
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higher wage rates and the demand for labor is elastic foe total wage bill 
will decline as a result of union success in bargaining for higher wages 
The workers still employed in the organized crafts or industries will gam 
But those excluded from employment by the higher wage rates will lose 
They will be forced to accept employment elsewhere on less advantageous 
terms 


The question of the effect of unions on wages divides into at least three 
separate questions (1) What has been their effect on foe average level of 
money wages? (2) What has been their effect on the average level of real 
wages? (Insofar as prices increase as a consequence of wage increases, 
real wages do not increase ) (3) What has been their effect on the relative 
wages of unionized and nonumomzed workers? Professor H Gregg Lewis 
investigated the last question m a major study published in 1963, Unionism 
and Relative Wages tn Ike Untied States After examining more than twenty 
different industries and crafts, he concluded that, apart from periods of 
unusually rapid inflation onions increase d their member s' wages relative 
to nonunion workers by at least 10%, and lowered the relative wages 
of nonunion workers by about 2% He also concluded that the relative 
effect of unions has not been larger than 20% at any time since the late 
1930s The impact of unionism on relative wage inequality among all 
workers has been small, less than 6%, with the direction of the effect 
(toward more ot less inequality) uncertain During periods of unusually 
rapid inflation, the relative wages of unionized workers have lagged 
behind the wage increases of nonunion workers, because the length of 
union contracts has tended to lock members into relatively infrequent 
wage increases 

It a/so appears that the effect of unionization on the total share of 
national income going to labor has been small The portion of the civilian 
labor force that was unionized grew from 3% to 22% between 1900 and 
1945 Since then it has fluctuated between 22% and 26%, with the peak of 
26% occulting in 1953 During foe same period labor's share of national 
income has increased very slightly from about 70% during the decade 
1900-1909 to about 77% during foe decade 1930-1939, and has remained 
fairly constant since A slightly different measure, the ratio of wage and 
salary income to total nonagn cultural personal income, varied between 
65 and 75 during the period 1930-1974 Thus there is no evidence to 
show that increasing unionization has substantially enlarged the share 
of national income going to employees 

Many Americans believe that labor unions have been an important 
force w raising foe income and improving the job conditions of working 
people, and that without them the benefits of economic growth in the 
United States over the last century would have been much less widely 
dispersed It is difficult to separate the effects of unions from the effects 
of other factors, such as rising productivity, that have also been operating 




Table 16D TOTAL MEMBERSHIP IN NATIONAL UNIONS AND 
EMPLOYEE A5SOCIATION5 IN THE UNITED STATES, 1970 


Membership and unions 


Membership claimed by all national and 
international unions with headquarters 
in the United States 


20 690 000 

Less number outside the United States 


1,470000 

Membership of national and international 
unions m the United States 


19 220000 

Add membership of locals directly 
affiliated with AFL-CIO 

1 62000 


Add membership in single firm and 
local unaffiliated unions 

475000 

537000 

Total union membership 


19,757 000 

Add membership of professional 

State employees associations 

1868000 


Less number outside the United States 

8000 


Add membership of municipal employee 
associations 1 

235000 


Total association membership 


2,095 000 

Total union and associations membership 
m United States 


! 21,852 000 


Source Bureau of Labor Statistics 

1 See Municipal Public Employees Assocut ons (BLS Bulletin 1702 1971) Membership 
adjusted to account for duplication 


to alter wages and working conditions Unions often receive credit (or 
blame) for changes that would have taken place without them, though 
perhaps not at quite the same time or in exactly the same way Economic 
theory cautions against exaggerating the impact of unions They must 
pursue their objectives within the constraints imposed by the demand for 
labor A higher price for any input means a smaller quantity of it Will be 
demanded so that unions are far from being able to redistribute income as 
they please 

One very important source of restraint on union power is the compe 
tition faced by the employers with whom unions bargain Firms that are 
price takers cannot raise their prices to cover union-won wage increases, 
so that any gams must come from the returns that would otherwise have 
gone to the owners of other productive resources employed in the busi- 
ness But over a longer period of time these resources will not be available 
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to cooperate with unionized workers if they are not adequately compen 
sated The firms with whom unions bargain may go out of business or 
be replaced bj nonunion firms This constraint is not really avoided if the 
union organizes all the firms in an industry These firms will still have an 
incentive to shift toward labor economizing production processes and 
they will still be facing competition from firms in other industries 
The possibilities for substitution in both production and consumption 
are enormous and extremely difficult for unions to control Even when 
firms are price searchers so that they can to some extent increase their 
prices to cover higher wages the higher prices will reduce the quantity 
of the product demanded and hence the demand for labor to produce that 
product If a union organizes an industry of price tak ng firms the union 
may m effect search for the optimal pnce for the industry s product with 
the same result the higher the pnce the less product sold and the fewer 
workers hired 


Federal Labor Legislation 

When Congress passed the National Labor Relations Act (Wagner Act) 
in 1935 t became the official policy of the federal government to promote 
unionization of employees and collective bargaining Many of the tactics 
previously used by employers to resist the organization of their workers 
or to avoid bargaining with unions over wages and working conditions 
were declared to be unfair labor practices 1 The legislation was sigmfi 
candy amended in 1947 (Taft Hartley Act) to include a list of unfair labor 
practices in which unions were forbidden to engage but the basic policy 
of encouraging collective bargaining was not altered The consequences 
of this policy as we have suggested are d fiicult to determine with preci 
svoft « vx&izKA The few 'property t $hts 

in jobs for which they have been hired has undoubtedly increased job 
security for employed workers and reduced the extent to which workers 
are treated arbitrarily by employers and supervisors The development of 
union enforced grievance procedures m many industries and crafts is one 
major consequence of the National Labor Relations Act 

But the gams have not been made without some costs systems of job 
classification and assignment that promote waste restrictions on the power 
of managers to innovate reduced opportunities for workers not fortunate 
enough to obtain craft certification or jobs m firms organized by powerful 

1 Unions are exempt from the Sherman Acl s proh b hons of comb nat ons n restra nt 
of trade or attempts to monopolize (unless they comb ne or consp te with employers] The 
Supreme Court ruled in 1941 that Congress could not simultaneously mend to promote 
collective barga n ng and to subject unions to the Sherman Act The Court s decision mated 
Congress to clarify its intentions through further legislat on if this rul ng was ncorrect 



Figure 16R Union membership as a percent of 
total labor force and of employees n 
nonagneuitura] establishments 1930-70 
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industrial unions Have unions also been responsible as some argue tor 
higher unemployment rates 7 Or have they been as far more people seem 
to bel eve a major cause of inflation in the period since World War 1H 
The last two quest ons relate to the topics of the follow ng chapters But 
we will not be m a good position to answer them until we have nquired 
more deeply into the nature and causes of fluctuat ons in the aggregate 
level of economic activity 


Figure 16S Ratios of total labor income 
to total personal ncome and to 
nonagr cultural ncome 


Once Over Lightly 

The study of aggregate fluctuations m the level of economic act vity or 
of recessions and nflations their causes and cures is widely known as 


mcroeconom cs 
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Sjnce people choose by comparing the expected cost and value to them 
of alternative opportunities whether or not to enter the labor force and 
whether or not to accept a particular job offer employment and unemploy 
merit are the consequence of people s choices in given situations 
The employment rate is the total number of people in civilian employ 
ment dn ided by the non nst tutional population For some purposes this 
is a better measure of the job situation than the unemployment rate 
because the defining concepts can be moreeas lyand objectively measured 
The notion that unemployment results from people s cho ce of the best 
option available to them is consistent with empirical data on rates of labor 
force participation and the frequency and duration of unemployment for 
different categories of the population Theonly defensible goal for employ 
ment pol cy is improvement of the range of opportunities available to 
people 

The aggregate level of economic act vity is one factor determining job 
opportunities Others include the skills and work habits of workers and 
the cultanl practices and prejudices of employers and employees 
Labor unions attempt to control (he supply of labor to employers and 
to limit competition for jobs among employees Unions do not single 
mmdedly pursue higher wage rates however because this goal conflicts 
with the goal of more employment opportunities Internal political pro 
cesses will therefore shape the goals and behavior of particular unions 
An important distinct on to make in predicting union behav or is the 
distinction between unions that can control entry to the occupation and 
those that cannot Craft unions typically have more market power than 
industrial unions because they can more dircctlv limit the number of 
workers who are certified as eligible for particular jobs 
The fact that collective bargaining affects employment as well as wage 
rates means that unions affect the distribution of income among workers 
as well as the distribution between wage earners and employers or owners 
of other productive resources The numerous possibilities for substitution 
in production and consumption when particular wages nse set closer 
limitations upon union power than the public commonly assumes 


QUtSTIONS FOR D1SCUS5ION 

J Suppose that a manufactur ng firm locates a plant m an economically unde 
veloped country and finds as it ra ses its wage rates to attnet addit onal 
workers thatthesupply curve of hborat f rst rises to the right ind then turns 
backward and rises to the left (somewhat like the right hand parenthes s 
that closes this explanation) 
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Chapter Sutitrt 


(a) Explain the shape of the supply curve in terms of the demand for 
leisure, using the concepts of the substitution effect and the income effect 
of changes in the price of leisure 

(i) Gn you think of reasons why the backward-bending portion of the 
supply curve might disappear over a longer period of time? 

2 Is the cost to an employer of finding and training workers part of his sunk 
costs or of his marginal costs? What is the significance of this distinction in 
explaining layoff policies during a recession? 

3 The questions below ask you to think critically about the relationships 
between the total population, the nonmstitutional population, and the labor 
force 

(a) Is it desirable or undesirable for the nonmstitutional population to 
decrease relative to the total population? Explain your answer 

(b) Why do you suppose that the BLS in 1947 raised the cutoff age level 
for inclusion in the nonmstitutional population from fourteen to sixteen? 
Do you think it should be even higher today? Why or why not? 

(c) What would happen to the rate of labor force participation (the total 
labor force as a percent of the nonmstitutional population) under each of 
the following circumstances? 

(i) Sudden, large-scale layoffs occur in major manufacturing industries 

(n) The government puts effective pressure on employers to end sex 
discrimination in hiring 

(in) Educational reforms increase the ratio of learning to teaching m the 
schools and also make schooling a more enjoyable experience 

(iv) The public becomes convinced that additional years of schooling are 
not likely to result in better job opportunities 

(v) Changes in life style occur and people move toward greater partici- 
pation in family and community projects and less purchasing of com- 
modities and services (for example, more neighborhood softball 
teams and less attendance at professional baseball games, more 
church suppers and fewer restaurant meals, neighborhood sharmgof 
lawmnowers, washers and driers, car pools and swimming pools) 

(vi) Inflation raises substantially the cost of food, clothing, and housing 

4 "Full employment" of the labor force is often said to be an important goal 
for government economic policy 

(a) What is meant by full employment of the labor force* Would you 
favor policies to secure fu/1 employment at all times? 

(i) Why do you think it is that economic commentators tend to define 
employment as 96% to 97% employment of the labor force? (That is, we are 
deemed to have achieved full employment when the BLS data show that 
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unemployment is down to 4% or at best 3% of the labor force ) How do they 
know that it should be 96% rather than 9o% or even less? 

(r) Are the people being counted as unemployed in a period of full 
employment (as defined above) voluntarily unemployed? Gn you find 
evidence to support the claim that jobs are always available? 

(ti) If the BLS unemployment figure nses to 6% are all the unemployed 
shll to be thought of as voluntarily unemployed? Defend your answer 

5 Can there be overfull employment? 

(«) Suppose that the vacancy rate on apartments in a large city is less than 
1% What undesirable consequences might be associated with such a full 
level of apartment employment? Would you enjoy movng to a aty with 
such a low vacancy rate? 

(li) If you are driving on only 80% of the automobile tires you own is the 
spare hre unemployed? Would you like to be driving with your tires at full 
employment ? Across the Great Salt Lake Desert? 

6 Jones is a tool and die maker earning S8 an hour He is suddenly laid off 

{«) He frequents employment agencies reads want ads and follows up 
leads on tool and die mak ng jobs for two weeks Is he involuntarily un 
employed during this time? 

(h) At the end of the two weeks he is offered a job driving a bread truck 
that pays $4 50 an hour He funis it down Is he involuntarily unemployed? 

(c) He receives an offer of a job as a tool and die maker m a city 125 miles 
away He turns it down because his teenage children don t want to change 
high schools Is he involuntarily unemployed? 

(d) After three months of searching Jones becomes discouraged and quits 
looking Is he involuntar ly unemployed? Or is he no longer in the labor 
force'* 

7 Which of the following situations does not result in voluntary unemploy 
menl? 

(«) Smith quits his job because his employer requires him to start work 
at 4 am 

(b) Smith is fired when he refuses to do something that his employer 
orders him to do but which he considers unethical 

(:) Would your answer be different if the act ordered by Smith s emploj er 
were also illegal? 

(if) Smith is told that he can continue in his job only if he accepts a 75% 
cut m wages he quits 

8 A person who is laid off from his job goes to work for himself (becomes 
self employed) producing information about alternative job opportum 
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ties How long he will remain self-employed m this way depends on his 
productivity (is he generating what he considers valuable information?) 
and the opportunity cost of this self employment (Hell want to continue 
as long as his anticipated marginal revenue exceeds anticipated marginal 
cost ) How will the duration of measured unemployment be affected by 

(a) unemployment compensation? 

(fc) food stamp programs? 

(c) persistent rumors that many large firms are beginning to hire? 

(i) a spirit of confidence and opt mism? 

9 Are the h)pothetical individuals who nude each of the statements below 
voluntarily or involuntarily unemployed? How would they be classif ed by 
most people? Why would you agree Or disagree with the usual classification? 
It is important to notice that statements such as Ji and i may not express differ 
ent situations at all I don t want to work (at any job 1 can find) may mean 
I can t find a |ob (at which 1 want to work) 

(«) 1 quit my job and 1 m going to remain unemployed unttl I f nd a job 
that pays $1000 for ten hours work a week 

[b) 1 was laid off last month 1 had a great job as marketing consultant to 
a franch sing chain They paid me $1000 a week forabout ten hours of work. 
I m go ng to keep looking until 1 find another job like that one 

( ) 1 decided 1 could no longer be a part of the military industrial com 
plex so I quit my job 1 m looking now for an engtneer S position that doe$« t 
require me to participate in murder pollution and mind raping 

(if) When Boeing laid me off I figured 1 could quickly find another job 
m engineering But now J don I are J JI take any pb at all that pays what I 
used to get ” 

(r) I \e been out of work for six months and I m pretty desperate 111 do 
anything that s legal to get food for my family But 1 have an invalid wife and 
five small children so I can t take any job that pays less than $100 a week. 

( f ) I could get any one of a dozen jobs tomorrow But I don't want to 
1 m eligible for three more months of unemployment compensation so 1 m 
just going to take it easy until the checks run out Oh if something really 
good turned up I d take it of course 

(g) I could get any one of a dozen jobs tomorrow But I don t want to 
I m eligible for three more months of unemployment compensation so 1 m 
just going to spend my time really looking l m going to use those three 
months to find the very best job I can possibly get " 

(M I don t want to work, 

(i) leant find a job 
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Economics generally assume that business Sims try to maximize profits 
What do unions try to maximize* Wage rates* The wage bill (wage rates 
times the number emploved)? 3s the maximization assumption useful m the 
analysis of union behavior* Do you think the analysis of chapter IS is more 
helpful than the analysis of chapter 10 m understand ng the bargaining 
policies of labor unions* 

Why is a union of textile w orkers m New England willing to spend money 
to organize textile workers in North Carolina* Why do unions fight for 
increases m the legal minimum wage even though all their members are 
being paid more than the minimum wage* Why do unions oppose exempting 
teenagers from coverage under the minimum wage laws* Do you agree 
that each of these cases shows the class solidarity of unionized workers' * 
Who would be threatened by failure to secure each of the objectives men 
honed* What do these cases suggest by way of an answer to the question 
With whom do unions compete* 

Craft unions in the United Stateshave long beennotonous for discriminating 
against blacks Industrial unions on the other hand have a record of actively 
supporting legislation directed against racially discriminatory practices m 
society* How would you explain this difference* 

list some of the ways in which employers might hold down their wage costs 
in the face of a union won increase m the wage rate What will be the effects 
On employment* On the distribution of income * Why would you expect 
the demand for labor to prove more elastic the longer the hme period over 
which one measures it* 

The unemployment rate in the United States economy has tended to dnft 
upward srrtce World War JL That is shorn m column 2 of table 16C and we 
predict the trend will continue through the decade of the 1970s Why has 
this occurred? Does it represent as some maintain a growing inability of 
the economy to provide jobs* Or does it stem from changing valuations of 
market and nonmarket opportunities changing family income levels 
changing costs of being unemployed and similar factors that do not neces 
sarily represent social problems? How shall we decide on a target rate of 
unemployment for public policy to aim at* 





TOTAL OUTPUT AND 
THE PRICE LEVEL 


The experience of the Great Depression lent added impetus to private 
efforts that had begun in the United States around 1920 to compile reli- 
able information on the overall performance of the economy. The best- 
known statistical series evolving out of these efforts is the national income 
and product accounts compiled by the Bureau of Economic Analysis 
(called the Office of Business Economics until 1972) in the United States 
Department of Commerce. If you read only the front page of the daily 
newspaper, you will have heard about gross national product. This is 
the most comprehensive item in the Department of Commerce accounts 
and the one most frequently quoted. Some people watch the behavior 
of GNP, as it is familiarly known, with the intensity of small boys on the 
morning of a picnic listening to the weather report. 


MEASURING TOTAL OUTPUT: 

THE INCOME AND PRODUCT ACCOUNTS 


What is the gross national product? It is the market value of all the final goods 
produced nt the entire economy in a year. (The term goods includes both com- 
modities and services.) In 1974 the gross national product of the United 
States was $1397.4 billion. That number and most of the other numbers 
in this chapter and the preceding one are subject to minor revisions for 
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recent months, quarters, or years as more complete estimates become 
available But the revisions very rarely entail significant changes that alter 
our basic conception of what has been occurring 
What does GNP attempt to measure? And what can we learn by 
examining lfs behavior aver time? We shill necessmly Simplify //you 
don't trust simplifications, you may consult the annual National Income 
Issue (usually the July issue) of the Surrey of Current Business, a publication 
of the Bureau of Economic Analysis, where you will find enough numbers 
to keep you thoroughly occupied for days. 


Total Output Is Total Income 

As the phrase "income and product" suggests, there are two ways to 
look at the statistics in the system of accounts Calculated in one way, 
they measure the valut of lohat is produced On the other side of the coin, 
they measure the income tamed by the producers The value created in one 
year by all the productive resources of the nation will be equal to the 
income made available to the owners of those resources, after appropriate 
adjustments The reason, of course, is that real income can come only 
from output and that every output constitutes income for someone. This 
necessary link between income and output (or product) provides part of 
the logical foundation for a method of analyzing aggregate fluctuations 
that we'll be examining in subsequent chapters 

Gross national product in 1974 was calculated at $1397.4 billion. The 
income made available to individuals and households in 1974, for th$m 
to spend or save, was $979 7 biffion This latter figure is fabefed disposable 
personal income (It's often referred to simply as disposable income) The 
difference between the two arises from deductions that governments and 
businesses make from the total value of output before it becomes avail- 
able as disposable income Business firms retain some of the income 
(output) produced in order to cover wear and tear on capital equipment 
associated with the year's production, in addition, corporations charac- 
teristically retain a portion of their net earnings rather than pay it all Out 
to owners Governments levy taxes of various sorts, and this is, as every- 
one knows, a very large deduction from gross income. But governments 
and, to a much lesser extent, private firms, also pay out income to persons 
in what are called transfer payments In the income and product accounts, 
these are income payments to persons that are not made in return for 
productive services being currently rendered, pensions, social security 
benefits, and welfare payments are examples The sum of these deduc- 
tions, net of the additions, roughly makes up the difference between gross 
national product and disposable income. 
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The magnitude of the difference-$1397 4 versus $979 7 billion in 
1974-may prompt you to look skeptically at our previous assertion that 
output equals income "after appropriate adjustments ' An elephant rs 
just like a rabbit, too, ' after appropriate adjustments " But the differences 
are also income Taxes are income claimed by go\emment, and the 
deductions made by business Anns are their attempt to hang on to some 
income rather than pay it all out to die owners of the firms If we think 
of the economy as divided into three sectors-consumers, business firms, 
and government-we can calculate the approximate portion of the years 
output (gross national product) claimed as income by each sector Con- 
sumers received disposable income of $979 7 billion in 1974, which was 
about 70% of the gross national income Tax revenue minus government 
transfer payments approximated 18% of gross national product, and this 
we could call the net income of government Business firms appropriated 
as their income the remaining 12% (Be careful That 12% implies nothing 
about the relative importance of the business sector It is roughly the sum 
of undistributed corporate profits and depreciation allowances We have 
called this business income because it is income not at the disposal of con- 
sumers or government) 

Where Did the Output Go? 

Income is desired because it permits the purchase of commodities and 
services Who finally purchased the 1 4 trillion dollars worth of goods 
produced m 1974? A slightly different classification system may be used 
to answer this question The potential purchasers of goods may be 
divided into consumers, government and investors Personal tonsump 
tion expenditures by Americans in 1974 came to $876 7 billion Federal, 
state and local government purchases of goods totaled $3092 billion 
Domestic investors purchased $209 4 billion And the remaining $2 1 
billion was our net exports to foreign consumers, investors, or govern 
ments 

Investment is a key concept in economics and is defined as the purchase 
of capital Capital means goods that will be employed m the production of future 
commodities or services The distinction between an investment expenditure 
and a consumption expenditure will inevitably be somewhat arbitrary 
An amateur tennis player purchases a racket for the ^ake of the future 
services he expects it to provide Is the racket a consumption or an invest- 
ment good? Family automobiles are also purchased for the sake of future 
services A kitchen blender is an investment inasmuch as it is obtained lor 
the sake of the goods it will produce in the future But the income and 
product accounts nonetheless classify all these purchases as consumption 



expenditures except when they are made by business firms If you buy a 
water cooler for your patio, that's a consumption expenditure If one is 
purchased for the office where you work, that's an investment expenditure 
The only such purchase by households that qualifies as investment in 
these accounts is the purchase of new housing Here the stream of services 
extends so far into the future that it seems unduly misleading to count 
the purchase of a new residence as consumption But the difference 
between automobiles and residences is one of degree Consumers, of 
course, usually don't worry about these fine accounting distinctions, and 
consider the purchase of a durable household good an investment People 
say, quite correctly, that they "invested" m a clothes dryer, or a dining 
room set, or new carpeting That is completely consistent with our defmi 
tion of investment But accountants must make distinctions even when 
they are somewhat arbitrary 

The components of investment as measured by the Bureau of Economic 
Analysis are (a) residential construction, (6) purchases of new business 
structures (offices, factories, stores), (c) purchases of new durable equip- 
ment (machinery), and (if) net additions to business inventories The last 
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item makes sure that everything produced is counted as purchased by 
someone If a business firm finds itself unable to sell all the output it has 
produced it is considered to have purchased that output itself and added 
it, perhaps reluctantly, to inventory 
In 1974 these components of investment were calculated as follows 1 


Residential construction 

$46 0 billion 

Nonresident tal construction 

520 

Producers durable equipment 

971 

Addition to business inventories 

142 


$209 4 


Foreigners imported $140 2 billion of American goods in 1974 while 
the U S was importing $13S 1 billion in foreign goods So net exports 
(exports minus imports) took $2 1 billion of goods the last component of 
gross national product The significance of this component may vastly 
exceed its size, but that question will be reserved until chapter 23 
The sum of consumer, government, investor, and net foreign purchases 
of new goods m 1974 MS $13°7 4 billion the exact amount calculated as 
the gross national income To be perfectly honest, the totals will never 
match exactly, because there are bound to be errors and omissions in the 
measurement of such vast and variegated quantities as total national 
income and total expenditures on new goods But since they are equal by 
definition, the Bureau of Economic Analysis adjusts national income with 
a fudge factor which it calls Statistical Discrepancy 


The Historical Record 

The history of gross national product and some of its components since 
1929 is summarized in table 17A All figures represent billions of dollars, 
mW ovp iisuvarind dr Ate .nsa«fi f .tenth Julian 
As we noted earlier, recessions and depressions arc marked by an 
increase m measured unemployment Thcv arc also marked, as we would 
expect, by a decline m the rate of growth of gross national product If you 
pick out from tabic 16C the years since World WarU in which unemploy- 
ment rose sharply, you will find that they are years in which gross national 
product either declined from the previous year (1949), remained basically 
unchanged (1954), or rose by a substantially smaller percentage than m 
the immediately preceding years (1958, 1961) The years 1970 and 1974 
only appear to be an exception the decline in GNP in these years is con- 
cealed by a rapid nse in prices (of which we'll say more a bit later) The 
decade of the 1930s has a whole sad history of its own 

] The total is the cot reel figure for 1V4 Components do nol sum lo ihe total because 
the component figures have been rounded off 




table 17A 

GROSS NATIONAL PRODUCT AND COMPONENTS 
(in billions of dollars) 

DISPOSABLE 

personal 

INCOME 


Gross 

Personal 

Gross 

Private 

Net Exports 

Government 

Purchases 

Year 

National 

Product 

Consumption 

Expenditures 

Domestic 

Investment 

of Goods 
and Services 

of Goods 
and Services 

1929 

1031 

772 

162 

11 

85 

83 3 

1930 

004 

69 9 

103 

10 

92 

745 

1931 

758 

60 5 

56 

5 

92 

640 

1932 

580 

486 

10 

4 

81 

437 

1933 

556 

45 8 

14 

4 

80 

455 

1934 

651 

513 

33 

6 

98 

524 

1935 


557 

64 

1 

100 

58 S 

1936 


619 

85 

1 

120 

663 

1937 

904 

665 

118 

3 

119 

712 

1938 

847 

639 

65 

13 

13 0 

655 

1939 

905 

668 

93 

1 1 

13 3 

703 

1940 

997 

708 

131 

17 

14 0 

757 

1941 

1245 

806 

179 

13 

248 

927 

1942 

1579 

835 

98 

0 

59 6 

1169 

1943 

1916 

993 

57 

-20 

836 

1335 

1944 

2101 

1083 

71 

-18 

96 5 

1463 

1945 

2119 

119 7 

106 

- 6 

823 

1502 

1946 

2085 

143 4 

306 

7.5 

270 

1600 

1947 

2313 

1607 

340 

115 

25 1 

1698 

1948 

2576 

173 6 

40 0 

64 

316 

1891 

1940 

2565 

176 8 

35 7 

61 

37 8 

188 6 

1950 

284 8 

1910 

541 

18 

379 

2069 

1951 

3284 

20o3 

5«3 

37 

591 

2266 

1952 

3455 

2167 

519 

22 

74 7 

2383 

1953 

3646 

230 0 

526 

4 

816 

252 6 

1954 

364 8 

236 5 

51 7 

18 

74 8 

257 4 

1055 

3930 

254 4 

674 

20 

74 2 

2753 

195o 

4192 

266 7 

700 

40 

786 

2932 

1957 

4411 

2814 

679 

57 

861 

303 5 

1958 

4473 

2°0 1 

609 

12 

94 2 

3188 

1959 

4837 

3112 

7S3 

1 

970 

3373 

19oO 

5037 

325 2 

74 8 

40 

996 

3500 

1961 

5201 

335 2 

717 

56 

1076 

364 4 

1962 

5603 

3551 

830 

51 

1171 

3353 

1963 

5905 

3750 

871 

59 

1215 

404 6 

1064 

6324 

4012 

94 0 

85 

128 7 

4331 

19o5 

6840 

4328 

1031 

69 

1370 

473 2 

1066 

749 9 

466 3 

1214 

53 

156 8 

5119 

1967 

7939 

4921 

1166 

52 

1801 

5463 

1963 

864 2 

5362 

1260 

25 

199 6 

5910 

1969 

9303 

5795 

139 0 

19 

2100 

634 4 

1970 

0771 

6176 

136 3 

36 

219 5 

6917 

1971 

10549 

6671 

1537 

- 2 

234 2 

7464 

1972 

11580 

7290 

1793 

-60 

2557 

802 5 

1973 

12949 

8052 

2094 

39 

2764 

9037 

1974 

13974 

8767 

209 4 

21 

3092 

9797 


Source Bureau of Economic Analysis 
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RECESSION OR DEPRESSION? 

Whats the difference between a recession wd a depression? 
According to the toed old joke if sa recession when }our neigh 
bor loses his job and a depression when you lose yours There is 
actually no agreed upon statistical measure that precise 1> defines 
i 3 recession or a depression fy common consent, the National 
Bureau of Economic Research a private nonprofit research organi 
zation that has been measuring aggregate economic fluctuations 
for more than half a century, makes the official determination 
of recession The bureau, however does not even employ die 
category of depression What is widelv known as the Great 
Depression of the 1930s is treated b) the NBER as too recessions 
(1929-33 and 1937-38) with associated periods of reco\ery 




The Structure of (he Income and Product Accounts 

In addition to gross national product and disposable personal income, 
the Bureau of Economic Analysis calculates three other measures of the 
nation's annual income and product flow Because they are sometimes 
mentioned in the public press, they will be briefly described here 
Personal income is disposable personal income prior to the subtraction 
of personal taxes 

National income is a bit confusing in that the term is sometimes used to 
describe the entire system of accounts while also referring to one particu- 
lar concept within the system National income in the latter and narrow 
sense is the total income earned by owners of productive resources or the 
total of wages profits, rental income and interest income The BEA com- 
putes it by adding together the compensation of employees, the net 
income of professionals, farm proprietors, and unincorporated businesses, 
corporate profits rental income earned by persons, and net interest 
Net national product is gross national product after allowances for capital 
consumption have been deducted These allowances are a rough measure 
of the value of productive equipment used up in the process of turning 
out a year's goods Consequently net national product would be a better 
measure of annual output than gross national product were it not for one 
drawback the measurement of capital consumption allowances (or depre 
ciation) is very rough indeed, inconsistent from year to year and arbitrary 
at the outset in deciding what shall count as capital 
Given the ultimate identity in the value of income and output, or the 
fact that they are merely two views of the same thing why arent net 
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national product and national income identical? Net national product is 
the nation's (net) output calculated in terms of expenditures for final 
products National income is the same thing calculated by means of the 
receipts of those who sell the final products Aren't these the same? They 
would be except for sales taxes, certain transfer payments made by busi- 
ness firms, some complications introduced by government business oper- 
ations and subsidies, and the statistical discrepancy which equates income 
to output The difference between net national product and national 
income, then, is primarily the amount of indirect business taxes (a some- 
what more inclusive category than sales taxes as usually understood) In 
1974 net national product was $1277.9 billion and national income W3S 
$1143 0, with indirect business taxes comprising 94% of the difference 

What about the relation between national income and personal or dis- 
posable personal income? That's a little more complicated but simple 
enough in principle National income is the total of wages, profits, interest, 
and rent earned from the sale of new products Disposable personal 
income is the income that actually becomes available to persons or house- 
holds to spend or save A large chunk of national income goes to taxes, 
especially corporate profits taxes, social security taxes, and personal 
income taxes In addition, corporations retain a portion of their earnings 
as undistnbuted corporate profits Then there are two additions to the 
income stream that in 1974 more than made up for the subtractions trans- 
fer payments by business or government (but especially by government) 
and the net interest paid by the government and by consumers. It would 
take too long to explain why the BEA treats government and consumer 
interest payments as transfer payments rather than as contributions to 
national income Unless you decide to specialize in national income 
accounting, you had better just accept it as one of those odd facts of classi- 
fication, such as the ladybugs which entomologists say are actually beetles 
rather than bugs 

Table 178 presents the skeleton of the income and product accounts for 
selected years from 1929 through 1974 and quarterly data for 1974 Note 
that the quarterly data are seasonally adjusted totals at annual rales (If the 
meaning of those terms is not intuitively dear, read the accompanying 
insert ) Undistributed corporate profits and corporate profits taxes are 
subtracted from national income by first subtracting the total of corporate 
profits and then adding dividends, since the sum of dividends, taxes, and 
retained earnings is the total of corporate profits Notice that what the 
Bureau of Economic Analysis calls personal outlays differs from personal 
consumption expenditures by the total of consumer interest payments 
and personal transfer payments to foreigners These last two components 
of personal expenditures are not regarded as purchases of final goods and 
hence do not enter into the expenditures that sum to the gross national 
product. 



Table 178 RELATION OF GR05S NATIONAL PRODUCT NET NATIONAL PRODUCT NATIONAL INCOME 
PERSONAL INCOME AND DISPOSABLE PERSONAL INCOME 
(in b II ions of dolla s) 


Item 

— 

i m 



a 


a 

■ 

■ 



II 

H 

Hi 

m 




Ml 

M 

ME 

a* 

Me 

m 


Gross national product 

Iks Capital consumption 

1031 

55.6 

1245 

284 6 

9771 

1 0 3 4 9 

11580 

1294° 

1 397 A 

1 3a88 

1*3838 

14165 

14309 

allowances 1 

i 70 

70 

52 

183 

875 

937 

10^9 

1108 

1195 

1156 

118 6 

1207! 

122.0 

Equals- Net national product 

Lt Indirect business lax md 

1 952 

486 

1163 

2664 

8898 

^ 935 

9612 

10581 

11841 

1277 9 

1 2430 

1 2652 

1 29a 6 

1308 0 

nontax 1 eb fit) 

Business transfer 

70 

71 

113 

c33 


1027 

2100 

IIP- 

1269 

12^6 

1259 

M 

1298 

payments 

6 

j 7 

1 5 

1 8 

40 

13 

46 

i « 

1 ” 

51 

52 

S3 

’ 3 

Statist cal d scrcpancy 

PI s Subsid es less current 


1 6 

1 4 

1 15 

1 -64 

1 23 


1 SO 

1 4 

c>3 

3 


' 46 

surplus of go emment 
enterpr ses 



i 1 

2 

17 

i n 

’Ll 

6 

29 

27 

37 

24 


Equals National income 

Lt Corporate prof ts and 

1 858 

J 403 

| 104 2 | 

2411 . 

1 

8005 

8a77 

j 9465 

1065 6 

1142 5 

Illl88 

i 11302 

1 11555 

116a 4 

nventory valuation 
adjustment 

ios 

I -12 

| IS 2 

37 7 

692 

787 

92.2 

10s 1 

10a 6 

1 1077 

i 1056 

1058, 

103 4 

Contributions for social 











100 b] 

1030 

1032 

insurance 

l 

3 

28 

69 i 

577 

638 1 

730 ] 

9! 2 


991 

Excess of wage accruals 














over d sbursements 






6 




U 

-6 

Jj 












1231 1 

1306 

135? 

145 8 

payments 

Q ' 

15 1 

2.6 ' 

143 

751 ' 

8°0 1 

98 6 1 

1130 


Net interest paid by 
government and 
consumers 

0 'ndertds 

25 

58 

16 

20 : 

22 

44 

72 

88 

310 

24 7 

312 

250 

330 

273 

38 3 

296 

42 3 

327 

405 

316 

41 0 

325 

42" 
3a 2 

43 6 
333 

Bus ness transfer 
payments 


7 

5 

8 

40 

43 

46 

49 

52 

SI 

52 

S3 

S3 

Equals Personal income 

85 0 

470 

9A0 

2276 

8083 

8640 

9449 

1055 0 

11505 

11125 

11345 

1 3682 


Ltss Personal tax and nontax 
payments 

16 

15 

3.3 

207 

1166 

1176 

1'24 

1513 

1708 

1619 

16S2 

1751 

1781 

Equals Disposable 

personal income 

83 3 

455 

927 

2069 

6917 

746 4 

8025 

903 7 

9797 

950 6 

9665 

9931 

1008 8 


Source Bureau of Economic Analysis 



Table 17C NATIONAL INCOME 
(if) billions of dollars) 




1933 

1941 







K 


■ 

item 





H 

n 

Q 

a 

National Income 

MS 

403 

1042 

2411 

8005 

8477 

946.5 

1065 6 

1,142 5 

1,1188 

1,130 2 

1,1555 

11654 

Compensation of employee 

511 

295 

64.8 

1546 

603 9 

6431 

7071 

786 0 

855 8 

8288 

8483 

868 2 

8777 

anil slants 

504 

290 

62 1 

lib 8 

54 2 0 

5"3 6 

6268 

6916 

750 7 

7276 

744 6 

7615 

7691 

Prlsatf 

45 5 

239 

519 

124 4 

4269 

4495 

4914 

5451 

592 4 

573 8 

588 3 

602 5 

6051 

Military 

3 

3 

19 

SO 

19 6 

19 4 

205 

206 

212 

21 0 

209 

208 

220 

Government civilian 

46 

49 

83 

174 

95 5 

104 7 

1148 

1260 

1371 

1328 

135 4 

1382 

1421 

Supflmeni* to -tkru> 

7 

5 

27 

7 8 

el 9 

69 5 

80 3 

94 4 

1051 

ml 

103 7 

106 7 

1086 

Employer contributions 














for social insurance 

1 

1 

20 

40 

29 7 

331 

38 6 

48 4 

53 6 

523 

53 2 

545 

546 

Other labor income 

6 

4 

7 

38 

322 

364 

417 

460 

514 

489 

505 

523 

540 

Proprietors income 

151 

59 

VS 

375 

66 9 

692 

759 

961 

930 

984 

899 

921 

91 e 

Business and professional 

90 

33 

111 

34 0 

500 

520 

549 

57 6 

612 

593 

607 

623 

625 

Farm 

62 

26 

64 

135 

16 9 

172 

210 

38 5 

318 

3«1 

291 

298 

291 

Rental income of persons 

54 

20 

3 S 

94 

239 

252 

259 

261 

265 

264 

263 

266 

268 

Corporate profits and inventory 














valuation adjustment 

105 

12 

15 2 

377 

692 

787 

922 

1051 

105 6 

107 7 

1056 

105 8 

1034 

Proft< before lax 

100 

10 

J’7 

42 6 

74 0 

8)6 

992 

122 7 

M0 7 

135 4 

1 39 0 

/570 

1315 

Profits tat liability 

14 

5 

76 

178 

348 

375 

415 

40 8 

55 7 

52 2 

55 9 

627 

520 

Prafli after tax 

86 

4 

101 

24 9 

39 3 

46 1 

577 

7 2 9 

85 0 

83 2 

8) 1 

94 3 

795 

Dividends 

58 

20 

44 

88 

247 

250 

273 

29 6 

32 7 

316 

32 5 

332 

332 

Undistributed Profits 

28 

-16 

57 

160 

14 6 

211 

303 

43 3 

52 4 

516 

505 

611 

462 

Inventory valuation 














adjustment 

5 

21 

-25 

50 

-48 

-49 

-70 

-176 

-351 

-277 

“334 

-51 2 

-281 

Net Interest 

47 

41 

32 

20 

365 

416 

456 

52.3 

616 

57,5 

601 



62 8 

659 


Table 17C shows the composition of national income (in the narrow 
sense) for the same years 


What Are We Actually Measuring? 

The numbers m the tables of this chapter were all constructed by dili- 
gent effort and not just ' discovered" in the way a child discovers crickets 
while aimlessly turning over rocks They were put together by statisticians 
who Wanted answers to certain kinds of questions and knew what they 
were looking for The numerical data in the Monthly Labor Revttto or the 
Survey of Current Business represent many prior decisions about what should 
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SEASONAL ADJUSTMENTS 

In Jure of each war the labor forts increases more rapidh 
than available jobs as students seek summer employment Jn 
December available jobs increase more rapidly than the labor 
force as employers look for temporary Chnstma^helD Measured 
unemployment will consequently lend to nse each June and to fall 
m December The Bureau of labor Stables "corrects ' its monthly 
data to compensate for such changes by means of what me called 
seasonal ndj'tslmaJs The letters "5 A " accompanying monthly or 
quarterly economic data mean that the figures for each month or 
quarter have been adjusted to eliminate changes caused by sea- 
sonal fluctuations This permits the data to show underlying 
trends more dearly 

Another common technique for making data easier to interpret 
is to state certain kinds of flows or rates of change on an arr.uel 
6fi5i> Quarterly data on gross rational product, for example, are 
always presented at "seasonally adjusted annual rates", the figures 
show how large GNP would be if the seasonal!) adjusted level in a 
particular quarter persisted fortwelve months. Smvlarh, monthly 
changes m the Consumer Price Index are sometimes multiplied 
by twelve to show the rate of change on an annual basis. You're 
doing much the same thing when you read that vou're being 
charged l J /So per month interest on your unpaid Master Charge 
balance and you multiply by twelve to determine that \ouie 
paying 18Tc interest on an annual basis, which is the way interest 
rates are generally stated. 


be counted, how measurements and estimates should be made, and how 
conflicting criteria should be employed. We'il be able to use these data 
more intelligently if we understand something of the way in which they're 
put together and what they do nol tell us as well as what they do 

We defined gross national product as the value of all the final goods 
produced in the United States dunng a single year In doing so we glided 
quickly past a fundamental question. What counts as a final good and 
what does not? Which commodities and services get included in the com- 
putation of GNP 7 

A lot of the activities carried on within families produce goods in the 
sense of commodities or services that satisfy wants, but the GNP statis- 
ticians ignore most of them. They count only the products sold in markets 
—with a few carefully chosen exceptions If you purchase a haircut from 
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the barber, that haircut counts in GNP, but if you get an even better hair- 
cut from your mother or your roommate, it adds nothing to GNP. If you 
drive your car everywhere and then join a health spa to get in shape, the 
gasoline you consume and the sauna you rent both make it into GNP If 
you choose instead to keep in shape by selling your car and walking a lot, 
GNP will fall even though you're just as healthy and perhaps a lot happier 
The person who enjoys working with wood may obtain intense satisfaction 
as well as a better bookcase by building his own, but only the wood, nails, 
and shellac he buys will be counted in GNP The reason is simple There 
is no satisfactory way to assign value to all the want satisfying activities 
that go on in the family or that people perform for themselves or for one 
another without any exchange of money So they are excluded from the 
calculation of GNP 


Gross National Welfare? 

But doesn t this reduce gross national product to a woefully inadequate 
measure of social welfare? That's a very odd question but it's often asked 
today It's as odd as asking whether failure to include television watching 
as time spent in school doesn't lead to an underestimate of learning Both 
questions are misconceived, because learning is not synonymous with 
schooling and gross national product was never intended to be a measure 
of gross national welfare The point must be stressed both to those who 
revere GNP far beyond its deserts and to those who want to make it worthy 
of such reverence by transforming it mto something it simply cannot 
become 

The Bureau of Economic Analysis has long insisted that GNP is not a 
measure of social welfare and has openly advertised the limitations on 
what GNP purports to measure For example, the BEA measures all com- 
modities exchanged for money at their market prices while freely admit- 
ting that relative prices are not always reliable indicators of the contri- 
bution made by particular products to social welfare It does not count in 
GNP the sale of such illegal products as heroin, but with no implication 
whatsoever that the legalization of heroin would add to national welfare, 
though it would indeed add to the gross national product It includes only 
final goods and does not include in its calculations those intermediate goods 
that businesses purchase to use as inputs in the production of other goods 
-the steel, for example, purchased by a car manufacturer-on the grounds 
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that this would lead to double countag The steel will enter GNP by con 
tnbuting to the final automobile But the BEA has deliberately refused to 
extend the same argument to the food consumed by workers although 
the food consumed by a worker is at least m part also an intermediate 
product If someone objects that the contribution of food to welfare is 
exaggerated by the BEA s assumption that people eat only for pleasure 
the BEA has art easy answer ft makes no such assumption and it is not 
even attempting to measure national welfare The people who are today 
protesting that GNP doesn t measure social welfare are only agreeing 
with what the compilers of the data have ong been saying 
in recent years as an extension of the social welfare protest some have 
begun to argue the desirability of adjustments m our methods of calcu 
Iahng GNP that would make it reflect changes in the quality of the environ 


NATIONAL INCOME AND VALUE ADDED 

The total cost of any bus ness enterprise can be thought of as 
the sum of its pavments for the mputs it uses goods purchased 
from other firms supplies of labor land capital and risk indthe 
semces provided by government This total for any firm will 
exceed ts contribution to the national income or output by the 
amount of the first tem m that hst the payments made to other 
firms for goods used m the production process This portion of the 
firm s final output was contributed by the firms from which it pur 
chased If we regard taxes as the obligations of those who receive 
income then the value added by any firm or its specific contribu 
fiori to the national income is the total of its income payments to 
suppliers of labor land capital and risk And that s the definition 
of national income m the nano w sense 7 idle T?t shows the 
items that make up the total of these income payments by all 
business firms 

When md rect business taxes and capital consumption allow 
ances (plus the few minor items discussed above and shown in 
table 17B) are added to national income the total must by defiru 
tion be equal to the sum of consumer investor go\emment and 
net foreign purchases of final goods The statistical discrepancy 
takes care of any actual difference 

This provides another way of showing the conceptual identity 
of income and output and the reason for excluding intermediate 
goods from the calculaton of the gross mtional product 
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merit One proposal would have the BEA deduct from gross national 

I I_ L C J 1 _ 


occurs when people buy paint to cover the grime that the smelting process 
scatters on their houses Another proposal would have the BEA add some- 
thing to GNP when a smelter closes down, to reflect the added satisfac- 
tion that people now obtain from living in a less odorous environment 
What these proposals have in common is dissatisfaction with the way 
environment-affecting activities are reflected or not reflected m the 
national income and product accounts But what they also have in common 
is confusion about the nature and functions of these accounts And that 
confusion is reflected in the opposite direction in which the two proposals 
move The first wants to subtract from GNP the cost of a better environment, 
the second wants to add to GNP the benefits of a better environment Let's 
ask a hard question of each 

Doesn t the first proposal imply that the BEA should also deduct from 
GNP all business expenditures that improve working conditions and all 
household expenditures on shrubbery and lawn fertilizer? Doesn't the 
second proposal imply that the BEA should add something to GNP for 
bright, sunny days in January and cool breezes in August? Is there any 
logical cut off point once we start moving in either direction? Remember 
that in the absence of defensible criteria to guide our measurements, we 
don t know what the measurements mean And if that's the case what 
good are our new and "improved numbers? They will manage only to 
make the old and unimproved numbers less reliable while fooling gullible 
people into believing that we know what we're doing to the environment 
because we have a set of numbers before us 

There is a harsh fact well known to those who toil at construction of 
the income and product accounts but rarely recognized by their critics 
the basic data from which the accounts are constructed are largely of the 
type that require no philosophical judgments on the part of the data sup- 
pliers These people provide data on actual expenditures and on dollar 
and cents receipts, data which they are well qualified to provide A concept 
of GNP that attempted to measure changes in welfare would require the 
BEA to ask questions that are extraordinarily difficult even to ask and that 
would in practice be answered so arbitrarily as to make the data base 
almost meaningless Try a little mental experiment if you want to appre- 
ciate the problem Imagine the difficulties you would encounter if you 
tried to determine, through a survey questionnaire, the average welfare of 
your classmates Think how much easier it would be to determine their 
average income 

The BEA statisticians and economists are not afraid of a challenge If 
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they decide that the failure to include some difficult-to-measure activity 
wd) significantly reduce the meanmgfulness of their computations, they 
will attempt to measure and include it So they do include m gross national 
product the food produced and consumed on farms even though it ,sn t 
sold in the market, because failure to do so would seriously understate 
agricultural income They also include the estimated rental value of 
owner-occupied housing because, if they did not shifts between owner- 
ship and rental could cause misleading changes in the measure of national 
output The wages and salaries that employers sometimes pay in kind 
(room and board, for example) are also counted, even though these goods 
are not sold in the market, because compensation of this kmd is taken 
into account in wage bargaining You may be interested to know that they 
do not count television programs as final commodities or services com- 
mercial television programs enter the GNP accounts as intermediate 
good s-as business purchases of adverhsing-and are thus reflected only 
as a component in the total expenditures for the advertisers' products 
The BEA people are aware that this means personal consumption expen- 
ditures may appear to decline when people shift from attending movies 
to watching television But how much difference does it make and what 
would be the cost of correcting the error 7 The bureau's statisticians are 
willing to adjust their methods of computation whenever the benefits of 
doing so seem large enough to offset the added uncertainties from includ- 
ing yet another component whose value must be estimated because it is 
not sold m the market 


The Uses of GNP Data 

If GNP doesn t measure social welfare and is a very clumsy tool for 
keeping track of environmental changes, of what use are the income and 
pwsidstf axmwtP 9 Tftaf jiv whsnv «vi' Aim? -husmss? 
executives claim that they find the data useful in planning and forecasting 
Governments make use of the data to anticipate tax revenues, the revenue 
from an income tax depends, after all, on income levels as well as on the 
tax rate, and the revenue from sales taxes also depends on the behavior 
of variables whose course is charted in the income and product accounts 
Economists use the data to construct and test theories, to confirm what 
they already suspect, to compose multiple choice questions for college 
students, and simply for the comprehensive picture that a bird's eye view 
can give (even if the bird happens to be color-blind and lacking in depth 
perception) Journalists use the data to explain to lay audiences the mys- 
teries of prosperity and recession and no doubt on occasion to disguise 
essential ignorance behind an impressive array of numbers But all intelli- 
gent users approach the data with caution 
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Because of all the conventions that enter into the computation of GNP, 
it is not a useful device for making international comparisons, except m 
the hands of someone who knows a great deal about the details of national 
income accounting in the countries being compared For much the same 
reason it ought to be used cautiously when making comparisons over 
long periods of time even within a single country, its focus on production 
for market and neglect of home production leads to an exaggerated picture 
of the rate of growth in output over time Moreover, the aggregate character 
of the data will always be kept in mind by judicious users The upward 
(or downward) movement of a composite does not imply anything about 
the direction of movement of a particular component industries an 
founder and firms go bankrupt while GNP is nsmg smartly, just as it's 
possible for some Firms or whole industries to prosper during a recession 
And the data should wt-we repeat-be used as an index of welfare 


A System of Welfare Indicators 

No sensible person will doubt for a moment that social welfare is more 
important than the production of commodities and services In fact, wel- 
fare is a concept far too important and complex to be compressed and dis- 
torted into a form suitable for packaging in the income and product 
accounts The federal government officially acknowledged this in 1969, 
when the Department of Health, Education, and Welfare published a 
booklet entitled Toward a Social Report The introduction is worth quoting 

The Nation has no comprehensive set of statistics reflecting social 
progress Or retrogression There is no Government procedure for 
periodic stocktaking of the social health of the Nation The Govern 
ment makes no Social Report 

We do have an Economic Report required by statute in which the 
President and his Council of Economic Advisors report to the Nation 
on its economic health We also have a comprehensive set of eco 
nomic indicators widely thought to be sensitive and reliable 

Indeed economic indicators have become so much a part of our 
thinking that we have tended to equate a rising National Income 
with national well-being 

But this is a wholly unwarranted equation the introduction goes on to 
argue, because income and disaffection can and do increase together Tomri 
a Social Report then suggests seven areas in which better data might be 
gathered and new questions asked by those who want to complement the 
economic indicators of the income and product accounts with a system of 
welfare indicators 

1 Health and illness Ate we becoming healthier while were 
spending more money on medial care 7 
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2 Social mobility Have we made progress toward equality of 
opportunity? 

3 Physical environment What s happening to the settings within 
which we live as the average level of personal wealth continues to 
rise 7 

4 Income and poverty How well does our society distribute eco- 
nomic goods among its members? 

5 Public order and safety How much do we suffer from crime 
and the fear of violence? 

6 Learning science, and art How much do they contnbute 
toward the enrichment of our lives? 

7 Participation and alienation How are we fanng with respect 
to justice and what is happening to our sense of community? 

These questions will be far more difficult to answer than the limited 
and manageable questions asked by the Bureau of Economic Analysis 
We think the/re very much worth asking But we don t believe that the 
income and product accounts are the right place to look for the answers 
And we shudder whenever we hear someone talking as if those accounts 
do measure welfare, for money and happiness are surely not synonymous, 
and the production of marketable commodities and services is certainly 
not a satisfactory indicator of social well-bemg 


MEASURING CHANGES IN THE PRICE LEVEL 

One more system of scorekeeping has to be introduced All our talk 
about prices in preceding chapters has been about relative prices, or the 
ratios at which goods exchange for one another Though we expressed 
these ratios in terms of money, vve were not really interested m how much 
money, but rather in how much of 'other goods had’ to be sacrificed' to obtain 
some good m question Thus we have so far said nothing about inflation 
But inflation is an important problem and a major issue in the study of 
aggregate fluctuations and the struggle for economic stability 

Three Price Indices 

The Bureau of Labor Statistics accumulates data on the average behavior 
of prices and publishes these in the form of price indices The best known 
such index is the Consumer Price Index, which hits the front page of the 
newspapers every month during periods of substantial public concern 
about inflation Another index, and one more useful for some purposes, 
is the Wholesale Price Index compiled by the Bureau of Labor Statistics 
This is not, as the name suggests, an index of wholesale prices or the 



Table I7D THREE PRICE INDICES 


Year 

Consumer 
Price Index 
(1967 = 100) 

Wholesale 

Pnce Index 
(1967 - 1Q0) 

Implicit 
GNP Deflator 
(1958 = 100) 

1929 

1930 

1931 

1932 

1933 

1934 

1935 

1936 

1937 

1938 

1939 

513 

500 

45 6 

409 

38 8 

401 

411 

415 

430 

422 

416 

491 

446 

376 

336 

340 

386 

413 

417 

445 

405 

398 

50 6 

49 3 

448 

402 

393 

422 

426 

427 

44 5 

439 

432 

1940 

420 

405 

43 9 

1941 

441 

451 

47 2 

1942 

48 8 

500 

530 

1943 

518 

533 

568 

1944 

527 

536 

582 

1945 

539 

546 

59 7 

1946 

585 

623 

667 

1947 

669 

765 

74 6 

1948 

721 

828 

796 

1949 

714 

787 

791 

1950 

721 

818 

802 

1951 

778 

911 

85 6 

1952 

795 

88 6 

87 5 

1953 

801 

874 

883 

1954 

805 

876 

8«6 

1955 

802 

87 8 

909 

1956 

814 

907 

94 0 

1957 

843 

933 

975 

1958 

866 

94 6 

1000 

1959 

873 

94 8 

1017 

1960 

88 7 

940 

103 3 

1961 

896 

945 

1046 

1962 

906 

94 8 

1058 

1963 

917 

94 5 

1072 

1964 

929 

94 7 

1089 

1965 

94 5 

96 6 

1109 

1966 

972 

998 

1139 

1967 

1000 

1000 

1176 

1968 

1042 

1025 

1223 

1969 

1098 

1065 

1282 

1970 

1163 

1104 

1352 

1 971 

1213 

1139 

1414 

1972 

125 3 

1191 

1461 

1973 

1331 

1347 

1543 

1974 

1477 

1601 

1702 


Source Bureau of Labor Statistics and Bureau of Economic Analysis 



Table 17E ADJU5TED GROSS NATIONAL PRODUCT 



Gross National Product 

Percentage Change from 

Year 

in 1958 Prices 

Preceding Year Skmcn 

1929 

$203 6 billion 



1933 

1415 

-301% 

1939 

209 4 

480 

1944 

360 

72.5 

1950 

3553 

-27 

1955 

4330 

237 

1960 

457 7 

113 

1961 

497 2 

19* 

1962 

529 8 

66 

1963 

5510 

40 

1964 

5811 

5-5 

19o5 

6178 

63 

1066 

6581 

65 

1967 

675 2 

26 

1968 

706 6 

47 

1969 

725 6 

27 

1970 

722.5 

-04 

1971 

746 3 

3.3 

1972 

7925 

62 

1973 

8392 

59 

1974 

8211 

-22 


Source Pureiu of Economic Analysis 

*Pnor percentage changes are for periods greater than one year 


of goods produced in those years declined from the preceding year This 
is consistent with what we know about the rising level of unemployment 
m both years and the labeling of each as a recession year 

The "Cost of Living Index" 

Ordinary citizens experience inflation directly when they find that their 
income no longer stretches as far as it used to They experience it indirectly 
when they pick up their newspapers and read that the Consumer Price 
Index rose 1 6 points in the past month or that it shows inflation increasing 
at a 14% annual rate That's significant news for a lot of people Household 
budget makers slump a little lower and think a little longer about new 
ways to cut comers More than five million workers get ready for an 
increase in their hourly wage, because the ' cost of living index" has been 
incorporated into many labor contracts under what are called escalator 
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da uses when the index of consumer prices goes up, employers increase 
wages About thirty million Americans receiving Social Security can 
anticipate an increase in those payments, because we now use the CPI to 
adjust Social Security benefits Politicians in office tremble at the news 
because the public expects government to prevent such things somehow 
Business executives take an anxious look at their inventories and an 
equally anxious look at thestatements being made by politicians, because 
they know that a rapidly rising consumer price index can lead to significant 
changes in both the economic and the political environment within which 
business operates 

An economic indicator as important as the Consumer Price Index ought 
to be well understood by the public The aim of the Bureau of Labor 
Statistics is to provide a measure of changes in the average prices of repre- 
sentative goods regularly purchased by typical wage and salary earners 
living in cities Don't nod too quickly That's not quite the same as mea- 
suring Ik price level 

There's obviously no practical way to keep track of nil prices The BL5 
must use sampling procedures that it hopes will adequately portray the 
price movements of all those goods whose prices it's trying to summarize 
But it makes no attempt to measure the prices of every kind of good The 
CPI is a answer pace index and not an index of prices paid for raw 
materials or for the other intermediate goods purchased by businesses 
Moreover, it’s not even a measure of prices paid by nil consumers, it tries 
to determine the prices paid for consumer goods by urban wage earners 
and clerical workers Even that, though, is an impossible task, since no two 
families buy exactly the same collection of goods each month 

So the BLS must begin by deciding exactly which goods will be included 
in its periodic sampling of prices More than 400 separate items are cur- 
rently used to construct the CPJ Here are some of them, just to give you 
the flavor restaurant meals, cinammon rolls liverwurst, cucumbers, 
pretzels, furnace repairing, sofas, baby sitting socks, slacks, sneakers, new 
and used automobiles, cough syrup, psychiatric services, aerosol shaving 
cream, 35-millimeter color film, evening bowling fees, and funeral ser- 
vices The entire list can be inspected in the statistical tables at the back 
of any issue of the Monthly Labor Review 

The Problem of Weighting 

Far more items must necessarily be excluded than can be incorporated 
into the BLS samples A lot of thought and investigation goes into the 
choice of representative goods, goods that typical families will regularly 
purchase and that will accurately reflect also the prices of all the goods 
excluded from consideration But an even tougher decision still has to be 




one rabbit and one horse Items on which consumers spend a larger per 
centage of their income must be weighted more heavily in the index if 
the composite is truly Jo reflect changes in the purchasing power of the 
consumer's dollar 

To illustrate the nature and seriousness of the weighting problem we 
can compare expenditure patterns in the 1930s with expenditure patterns 
in the 1960s In the period 1934-36, according to a BLS survey conducted 
for the purpose of constructing appropriate weights, 3S 4% of total con- 
sumer expenditures went for food and 82% for transportation Now if 
food and transportation prices could be counted on always to go up or 
down at the same percentage rate, there would be no problem Indeed, if 
all prices moved in perfect synchronization, any single item chosen at 
random could make up the entire price index But that doesn't happen 
So the BLS must sample the prices of many goods and must then weight 
them appropriately For example, a 10% increase m food prices and a 2% 
increase in transportation prices doesn't average out to 6% Since food 
expenditures were about 4 3 times as large as transportation expenditures, 
food had to be counted more than four times as heavily in constructing 
the average of the two A more accurate average of the two would there- 
fore be [43(10%) + 1(2%)] - 5 3, or about 85% 

But expenditure patterns change over time with changing tastes, tech- 
nologies, and incomes. The BLS survey for the years 1960-61 revealed that 
only 22 4% of consumer expenditures were for food and 13 9% for trans- 
portation The appropnate weights had changed in one generation from 
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approximately 4 3 to 1 to about 1 6 to 1 The same percentage increases 
of 10% and 2% would have yielded in the early l°60s an average pnce 
increase of [16(10%} + l (2%)\ - 26, or only about 6 9% Thats a 
considerable difference 

And it makes a difference in how we interpret recent changes in the CP] 
The weight* used in constructing the index arc based on surveys like the 
ones cited above Since 1964 the BIS has used weights derived from its 
survey of l°60-6l expenditures A new survey was made for the years 
l°72-73, but the BLS will not be able to incorporate the results mto its 
calculation of the CPJ until 1 Q 77 As a result, the impact of diverse once 
movements now shows up in the overall index of consumer prices in a 
way appropriate to the spending patterns of a decade and a half ago 

How much distortion does that introduce into the CPI? It can introduce 
quite a bit when prices are advancing at markedly diverse rates, as they 
did, for example, in 1973 Look at table 17F 

Food led the way in pushing or pulling the oi erall CPf up by 10 8 points 
or almost S’4%, m 1973 But that means the CPI overstated actual con 
sumcr inflation during this )car if consumers were purchasing relatively 
less food m 1°73 than they had done in 1060-61 Since food does become 
a less important item m the average market basket as income rises and 
since real per capita disposable income rose bv more than 50% from 1°60 
to 1973, w e can be fairly sure that the I°73 increase in the CPi overstated 
the amount of actual inflation 

The problem is even more difficult than this argument suggests, how- 
ever The fixed weights of the CPI are relative jiliv-iml jmjiMib m the base 
period That means m effect that the BLS calculates the index by comparing 
1967 prices times 1967 quantities purchased with current prices times 
1967 qtfimMefiirrfinsfrf Notice that current prices arc not multiplied by 
current quantities but by the quantities purchased m the base period 
when relative prices may have been markedly different That can cause 
serious distortions when prices change m a highly diverse way because, 
as the law of demand asserts consumers alter the quantities of various 
goods purchased when their relative prices change The CPI thus reflected 
the 1973 increase in beef prices as if those increases prompted no reduc- 



Table 37T 

CONSUMER PRICE INDICES (1967 = 100) 



All 



Apparel 

Health and 


Items 

Food 

Housing 

and Upkeep Transportation 

Recreation 

January 1973 

1277 

1256 

1311 

1230 1210 

1278 

December 1973 

1385 

1513 

1466 

130.5 126 7 
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lions at all m the amount of beef purchased Similarly, fuel oil and coal 
prices rose 43% in the twelve months following December 1972 but the 
overall CPI ignored the possibility (certainty?) that people responded to 
such a dramatic price increase by reducing their consumption of fuel oil 
and coal 


THE WEIGHTING GAME 

The eas est way to see the effect of weighting decisions on a 
price index (or any index) is to work through an example 

In the year 1710 the typical consumer on Crusoe 5 Isle con 
sumed 0 8 liters of ale and 1 0 kilo of bread per day The price of 
ale was 5 dims per liter and the price of bread was 6 clams per 
kilo In 1715 ale sold for 4 clams per liter and bread for 8 clams 
per kilo The consumer price index in 1715 w th 1710 prices and 
weights as the base was 

CTI /ft 0 9 ). + ft x * Qfyoo - (llgjioo - it; 

l(5XO8)+(6*10)J l Ur " 

This is the way in which the Bureau of Labor Statistics calculates 
the Consumer Price Index 

But with ale cheaper and bread more expensive in 1715 con 
sumers would probably substitute ale for bread Suppose that in 
1715 the typical consumer bought 1 0 liter of ale and 0 9 kilos of 
bread per day If we use 1715 weights to calculate the price index 
we pet 

cpi = = / iii ] 100 . 1077 

1(5 X 10) + (6X09)/ \10i) 

The first index overstates the impact of the price changes 
because it falls to fake account of substitution A person whose 
income in 1710 was 100 dams would be better off ifl 1715 With an 
income of 112 clams The income of 112 dams would still allow 
the original purchases of 08 liters of ale and 1 Okiloofbrcad but 
b> substituting the consumer could be better off 

Tbe index with 1715 weights understates the impact The typi 
cal consumer with an ncome of 107 7 clams in 1715 could have 
purchased the ale and bread actually bought in 1715 for only 100 
dams in 1710 But at 1710 prices he would havechosena different 
mix and 107 7 dams is not enough to make him as well off In 1715 
as he would have been with 100 dims in 1710 
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The Problem of Qualify Changes 

T1 e dil gent shtist cnns it the BIS hue shll other problems to worry 
about One is hon to take account of qv ilth/ changes Some are compare 
lively simple to handle Specific improvements in the quality of automo 
biles ire treated as increases m quant tv and ire valued at their estimited 
cost That mikes sense A car with in mtomntic starter is not more expen 
Sive than one lint Ins to be crinked just because it costs more it $ more 
it s a different product There ire plenty of problems even in this to tax 
the ingenuity of the BIS people for example are sent belts in improve 
went m qinht) for the person iho refuses to neir them 7 Tastes differ 
ind quiiity is insepanblc from considentions of tiste But the problems 
with automobiles at leist seem mimgciblc 
Less nnmgcible is a problem like this one When the cost of i hospihl 
room goes up from $30 to 550 1 day is tint i genuine price tncreise f at 
the same time mproied drugs or other medical procedures reduce the 
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hospital stay from six days to three days? The cost of health (and that's the 
consumer good most of us are after, few people go to the hospital for a 
vacation) would have decreased in this case from S180 to $150 
Or try this one One of the authors thinks that the best movies being 
made today are far more enjoyable than the best movies made a decade 
ago The price of movie tickets has also gone up over the decade But how 
much more expensive is movie entertainment^ Three times as much enter- 
tainment for twice the money is a price reduction isn't it? Some economists 
have argued that the CPI, because of its inability to take quality improve- 
ments adequately into account, overstates increases in the price level by 
1% to X‘4% per year 


Decomposing the GNP Deflator 

The Bureau of Economic Analysis confronts most of the same problems 
in constructing the GNP deflator, and so it is subject to many of the same 
limitations as the consumer price index We see how misleading an aggre- 
gate index of this type can be if we compare the changes within a set of 
price indices during the period 1958 to 1964 Contrast the following per- 
centage changes over those years 

7 3% Consumer price index, all items 

8 9 GNP deflator, total 

7 4 GNP deflator, personal consumption expenditures 
4 GNP deflator, personal consumption expenditures on 
durable goods 

4 9 GNP deflator, personal consumption expenditures on 
nondurable goods 

13 1 GNP deflator, personal consumption expenditures on 
services 

7 6 GNP deflator, total investment expenditures 
15 7 GNP deflator, government purchases of goods 

7 1 GNP deflator, total private sector 
28 4 GNP deflator, total government sector 

It would appear that "the" price level rose from 1958 to 1964 largely 
because the price of services and of general government operations, which 
are dominated by services, increased substantially Does this have any 
implications for policy? Should we have concluded that the apparent infla- 
tion of those years was an illusion? If a family shifts from eating beef to 
eatmg lobster, their "cost of living" increases because they are paying 
higher pnees for food, but we would not want to attribute this to inflation 
If a large part of the public shifts from beef to lobster, they will similarly 
pay higher prices for food But m addition they will do what one family 
by itself could not do raise further the price of lobster relative to beef, 
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ise the quantity of lobster supplied cannot easify be increased in 
n5e to a larger demand This shift in the public’s eating preferences 
onsequently raise ' the price level 

*re just is no satisfactory answer to the ouestion, What is n allv hap- 
g to flic price level* E\ erv pnee index is a theoretical construct subject 
iinterpretation by anyone who doesn t know how it was constructed 
provide one further example that will also give us a chance to look 
f at the other price index presented m table 17D, the Wholesale 
Index 


Inflation and the Wholesale Price Index 

ipose we agree that the economy experiences nul inflation when the 
juantitv of goods demanded at current prices is greater than the total 
ity supplied That definition is consistent with the analysis of price 
lor presented m chapter 4 If the definition i» to be empirically use- 
wvever, we must find a gauge v hich will register any gaps between 
;ate demand and aggregate supply Is the Wholesale Price Index a 
candidate for the job* This is an index of changes in the average 
of basic agricultural and industrial commodities It seems reason- 
? assume that these prices will be especially sensitive to changes in 
lation between aggregate demand and aggregate supply because the 
odities enter into «o many different production processes and 
se their prices are established by the bids and offers of numerous 
and producers If we accept this hypothesis and look at the behavior 
WPJ from 1958 to IQ64 we can conclude that there was no genuine 
on during these years The index varied onlv within the narrow 
of 94-5 to 94 9 

a sensitive gauge is not always a reliable gauge The Wholesale 
index rose 38% from January 1°73 to December 1Q74, almost cer 
overstating by a consiaerable amount the degree of overall inflation 
; this period The WPI often magnifies the effects of changes in its 
ments, because they enter as inputs into the production of other 
inenfs Consider the effect of fuel paces, for example The coin- 
index of prices for coal, coke, gas electricity, crude petroleum, and 
I petroleum products increased 87% from January 1973 to December 
argely because the Organization of Petroleum Exporting Countries 
e a successful carle! during this period That directly raised the 
>f petroleum, which in turn caused the price of refined petroleum 
;ts to increase, which in tum created a greater demand for substitute 
vhose production could not be quickly accelerated so that their 
also rose which boosted the cost of form products, chemicals metal 
;ts, and other commodities also entering into the Wholesale Pnce 
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Our most sensitive measure of discrepancies between aggregate demand 
and aggregate supply under some circumstances may become our most 
unreliable measure under other circumstances suggesting once again 
that "hard facts are not good substitutes for informed judgment But 
informed judgment presupposes an ability to see the larger picture and 
the way m which events relate to one another That s the job of theory 
We must now turn our attention to the theoretical frameworks that econ 
omists have constructed for analyzing the phenomena of recession and 
inflation 
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Once Over Lightly 

The income and product accounts compiled by the Bureau of Economic 
Analysis are our most comprehensive measure of aggregate economic 
activity 

Gross tirtiioiifli product is the market value of all the final goods produced 
m a year It is calculated by adding together the purchases of final goods by 
domestic consumers, investors, and governments plus the net purchases 
of foreigners (!be;r purchases of our goods minus our purchases of theirs) 

Gross national product can also be calculated by summing the value 
added to production bv each business firm This will be the total of each 
firm's beforc-tax payments to suppliers of labor, land, capital and risk 
(nflliwifll inrowic in the narrow sense) plus indirect business taxes and a few 
other minor items (ml iwlionnl product) and capital consumption allow- 
ances Tile value of gross national product as calculated through value 
added vould equal exactly the value as calculated through total expen 
diturcs if it were possible to meisure all the components without error 

Final goods produced but not purchased during a year are considered 
to have been purchased by the firms that produced them, they are addi 
tions to inventory', which is one of the components of investment This 
seemingly minor point is singled out for review because, as we shall see 
in chapter 20, many economists believe that unintended changes in busi- 
ness inventories are a kc) factor in the understanding of aggregate fluctu- 
ations 

Disposable [umjjm / income can be calculated from national income by sub- 
tracting corporate profits taxes social insurance taxes, personal taxes and 
undistributed corporate profits and adding government and business 
transfer payments to persons mlciest paid by government, and the net 
interest patd by consumers What the Bureau of Economic Analysis caffs 
personal income is disposable income before the subtraction of persona) 
taxes 

Hie income and product accounts arc not intended to be, and should 
not be, used as a measure of gross national welfare A great deal of impor 
tant goods production that contributes to social welfare (home and family 
production, for example) is not included in gross national product, and 
many of the costs of production that reduce social welfare (environmental 
pollution, for example) are also not taken into account 

The principal indices used to measure changes m the price level are the 
Consumer Price Index and the Wholesale Price Index constructed by the 
Bureau of labor Statistics and the Implicit GNP Deflator constructed by 
the Bureau of Economic Analysis 

Difficult problems of selection sampling, and weighting must be 
resoK ed if an index is to reflect in a reliable way changes in the purchasing 
power of money or the average money price of goods It is probably not 
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possible to construct a single index that will satisfactorily measure changes 
m the price level 

Real, as distinct from nominal, changes in income or output are calcu- 
lated by dividing data on national product in current dollar terms by an 
index of the pnce level 


QUESTIONS FOR DISCUSSION 

1 Can a society s output increase faster than its income? Can its income 
increase faster than its output? 

2 Suppose that every American family had a counterfeiting operation m the 
back room and added $40 per week to family income by printing four ten- 
dollar bills each week Would this increase national income without a corre 
sponding increase in national output? 

3 Why would it be misleading for the Bureau of Economic Analysis to include 
transfer payments in its calculation of national income? Why would it be 
misleading for the BEA not to include transfer payments m its calculation 
of personal income? (Hint Question 3 is related to questions 1 and 2 ) 

4 BEA statisticians strive to avoid double counting in their calculations of 
gross national product Why would there be double counting if the total 
output of wheat and the total output of bread in a given year were both 
included in gross national product? Do you understand how double countmg 
is avoided by noi counting sales of intermediate products or by counting 
only the value added by producers? 

5 List some ways in which increased inefficiency could cause gross national 
product to rise Are there any goods contributing to the total of gross 
national product whose rising output clearly reflects reduced welfare? 

6 Are government purchases of commodities and services consumption 
expenditures or investment expenditures? They must be one ox the other 
Why do you suppose the Bureau of Economic Analysis groups them 
separately? 

7 Why must total expenditures for final goods by consumers, investors, and 
government and the net purchases of foreigners necessarily equal gross 
national product? What if some of the year's output is not sold? 

8 If it could be shown that a rising gross national product promoted a rising 
level of anxiety, tension, and conflict in the population, would you favor 
deducting these psychological costs to obtain the true value of gross national 
product? How would you do it? 
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9 Would > ou fiv or including the sen ices of hou'evuves in the a] dilation of 
gross national product 7 What arguments could be given for doing so 7 Are 
there my good reasons for continuing to exclude these services from the 
calculation of GNP 7 

10 As an econo m\ industrializes a larger percentage of its population tends to 
enter the labor force as conventional!} measured Less product on occurs m 
the nome for famh use and a larger proportion of total product passes 
through the marl ctplaee What does th s imply about the usefulness of 
GNP dati in mdustrnhzmg societies? Will esl mates of per capita income 
derived from GNP data fend to overstite or understate improvement over 
time? 

11 To be certain thit \ ou understand the relation between nominal GNP real 
GNP and the pnee level trv deriving cither the level of GNP in current 
dollars (fable 17 A] the level of GNP in 19s6 dolhrs (table J7Ej or the 
Implicit GSP Deflitor (table 17D) from the other two for any given year 

12 How much better off financially wis a person in 1967 than in l°53 if his 
income increased over that period b\ 50V Use the data of the Consumer 
Price Index to answer Do you think \our answer overestimates or under 
estimates the real improvement in the person s living level Why 7 

13 Suppose that in 1960 the price of i man s white drees sh rt wa« So and the 
price of a colo cd dress shirt was 56 and m 1°70 the pr ce of a white shirt 
was $6 md the price of a colored shirt was C S If S0 7 o of the dress shirts pur 
chased by American miles were white and 20“a wore colored what was the 
percentage increase in the price of dress shirts? Would your annver be 
different if m 1°T5 80’s of the shirts purchased were colored and 20'j were 
white? 

14 From 1067 to 1973 the price o £ comfl ikes increased t 1 the pnee of refined 

sugar 25” milk 27^ egg' 60”o and bicon 61°o What happened over this 
period to the pr cc of brcikfist? 

15 From 1°67 to 1^3 the ivengc pnee of i visit to i physician s office rose 
39 5 ff j Dunng the same penod the average price of prescription antibiotics 
decreased 28 9’a Did the price of med cal cue nse or fall? Why might some 
families find that the net result was a dccrcise m the pnee of medical rare 
while others experienced a net incrcise? What changes in medical care prac 
tices might be induced b\ these divergent pnee movements? 
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The time has come to talk about mount You probably didn't even notice 
that we have come this far without discussing it The previous chapters, 
after all were replete with dollar signs and dollars are money But the 
dollar referred to earlier was simply a conventional unit for discussing 
relative values, a common denominator that enabled us to compare and 
add apples and oranges, convenient transportation and unpolluted air, 
goods in the hand and goods in the bush the services of engineers and 
the gams from exchange 


THE USE OF MONEY 

One important function of money in a social system is to provide such 
a unit for accounting We might have used such other common denomj 
nators as bread or human labor We could have stated the prices of gaso- 
line and sugar m terms of the number of standard loaves for which a gallon 
of one and a pound of the other would exchange Or we could have 
expressed the gross national product as thi equivalent of so many hours 
of 'average" labor time The fact that we don't actually exchange some- 
thing doesn't prevent us from using it to express comparative or total 
values Prices are sometimes expressed in "mills" even though we don't 
use coins with a value of ! / I0 cent Similarly British merchants often state 
prices in ' guineas/ coins that have not been issued in England since 1813 
Both mills and guineas illustrate this accounting function of money 
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obscure understanding of the wav the economy functions and of the real 
costs of economic activities Thats why economists m the nineteenth 
centurv sometimes spoke of money navel that had to be pushed aside 
before one could see ciearlv the nature of economic relationships A \ md 
illustration of what they meant is provided b\ the storv {perhaps only a 
legend) of the business executive called to Washington during World 
War II to help organize military production Informed one morning that 
a key defense plant hid burned to the ground he shrugged it off w th the 
comment It was insured wasn J it? But monev from an insurance com 
pany does not produce synthetic rubber or secrete steel rails 1 Thus a 
preoccupat onw th monetary nlues can somet mes obscure the real forces 
responsible for the creation of wealth 

Monetan Complications 

We have alreadi encountered one problem however that cinnot be 
talked about without ntroducing money specifically And that is the 
problem of inflat on For mflition meins a decline in the value of money 
rclatne to all other goods or in more famil ar terms a rise in the money 
pnee of goods generally If you immediately start applying the concepts 
of economic rcisoung to the ssue of nflition iou will suspect that a 
decline in the price (or purchasing power) of money occurs for the same 
reason that a decline occurs in the pnee of parsn ps or pocket cilculators 
the supply has increised relative to the demind And vou will be right on 
target 

But while money is I ke other goods in many ways it ilso has some 
peculiar characteristics that mike it i unique good Fluctuations in the 
price of parsn ps pose major problems for pirsmp growers and minor 
problems for those who buy them Fluctuations in the pr ce of money 
however are fluctuations in the measuring rod of economic decision 
makers that make decis ons more difficult and uncertain Money as t 
turns out is more than the lubr cant of the economic system the coordi 
nator of exchange that adds to our wealth through its power to extend 
specialization It can grease the skids as well as oil the economic system 

Many of the diff cutties creited by money arise from the fact that it is 
not exchanged for goods the moment it s received If it were we would in 
effect have a barter system The v olm maker who wants to eat sells his 
product to the violin sfs he can find when he finds them and fioiifc the 
money he receives-at least until he can get to the grocery store That 
might be fifteen minutes later if hes very hungry or it might be a week 
later a month later a year later If those nineteenth century economists 

1 Clarence E Ayres relMcs the story in Tic Tieoni of Eorimcl rop< s fret pub shed 
in 1944 
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are liquid assets, but they re not as liquid as Federal Reserve notes Are 
they money? Just how liquid does an asset have to be to qualify as money? 
That turns out to be a difficult question and competent people disagree 
on the answer We'll have to come back to it In this world of continuous 
variables and every shade of grey assets will rarely hit either end of the 
liquid-illiquid continuum Most assets are somewhat liquid The point to 
remember is that an asset becomes more moneylike, or liquid, as the cost 
of exchanging it for other assets approaches zero 

The concept of liquidity is important in the economist's way of looking 
at the world To be liquid is to have a greater range of choices, better 
opportunities and hence more wealth Your wealth, by which we always 
mean the range of options available to you, depends (among other things) 
upon the precise forms in which you re currently holding the goods you 
own, or, in the usefuf jargon of finance, upon the composition of your asscl 
portfolio Suppose for example, that you're in a strange city with a check- 
book but no currency and you re hungry The restaurant signs saying No 
Checks Accepted' establish that you are at the moment not as wealthy 
as you would be with twenty dollars less in your checking account and 
twenty dollars more m your wallet 

The Cost of Liquidity 

Liquidity is valuable and so people have a demand for hquidity But 
that's only one part of the picture In order to possess liquidity you must 
typically sacrifice other advantages For example, if you're keeping a 
sizeable amount in your checking account in order to have it immediately 
available for purchases you might want to make, you're sacrificing the 
interest you could earn from having that amount in a savings account So 
the opportunity cost of liquidity sets limits to the quantity of liquidity 
people will demand The demand curve for liquidity like all properly 
behaved demand curves in economics, slopes downward to the right 

The concept of a demand for money often puzzles people and that, 
along with the importance of the concept, explains why we're trying to 
help you think it through carefully Do not confuse the demand for money 
with the desire for income Income is a flow, money is a stock Your 
income is the stream of a«ets coming into your possession, measured per 
week or month or year, and most people understandably would like it 
to be larger Your demand for money expresses the form in which you 
prefer to hold the assets currently in your possession 

Think about it m terms of your own experience You have a demand 
for liquidity You probably hold some fraction of your wealth, pitifully 
small though your total wealth may be in the form of currency or a 
checking account These assets yield you no physiological nutrition no 
comfort when reclining no transportation service, and not even any 
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interest income Why don't you, upon acquiring money, immediately 
exchange it for something that can minister to your wants? The answer is 
that one of your wants is for liquidity Currency in the wallet and a balance 
in the cheeking account give you room to maneuver. When you have a 
supply of these highly liquid assets, you are more free to take advantage of 
opportunities that present themselves You are better equipped to handle 
emergences, which might take the form of a sudden yen for new bell- 
bottoms, a threat by the telephone company to cut off your service, or an 
unexpected chance to attend a concert. 

The cost of liquidity is the value of whatever you sacrifice by being 
liquid 5o you don't keep all of your monthly allowance in the form of 
money until the next allowance comes in, but you do try to keep some You 
* are guided in part by the relative liquidity of other assets you possess If 
you know that you can sell your record collection in a pinch, you will 
regard it as a contribution toward your overall liquidity and reduce some- 
what your demand to hold money, the almost completely liquid asset 
Your ability to borrow is also an important asset and one that may signifi- 
cantly affect your demand for money, if you can exchange your credit- 
worthiness for money at a low cost, your creditworthiness is a highly 
liquid asset 

Your demand for money and other liquid assets will clearly vary with 
circumstances If your monthly income is so small that every dollar you 
hold m reserve entails the sacrifice of something important to you, you 
will hold little money on the average. If your immediate future seems 
secure and well provided for because the college functions capably in loco 
parentis, you will feel Jess desire for liquidity Reckless souls despise 
liquidity, cautious ones crave it If the future begins to look more uncer- 
tain, then, other things remaining equal, your demand for liquidity will 
increase "More uncertain" doesn't necessarily mean more threatening 
This uncertainty refers to the good opportunities that may unpredictably 
come your way as well as to the misfortunes that may strike 

Many economists believe that the public's demand for money or 
demand for liquidity is an important key to the understanding of aggre- 
gate economic stability. We'll be working with the concept in detail in 
chapter 22, but a bnef summary at this point may prove helpful The 
quantity of money people will want to hold is going to depend on iheir 
current and expected income, the larger their income the more money 
they will usually want to hold. It will also depend on then reading of the 
future, the more uncertain the future the more money they will want to 
hold. And it will depend on the opportunity cost of holding money, the 
larger the return they can expect from holding alternative assets, such as 
government bonds or shares in a mutual fund, the smaller the quantity 
of money they will want to hold 
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BANKS AND THE CREATION OF MONEY 

Enough of the demand for money The tune has come to talk about the 
stuff itself What do we use m the United States as our medium of 
exchange? Where does it come from? Who decides how much there shall 
be? Our principal task in the remainder of this chapter and m chapter 19 
will be to explain the interactions of private and governmental decision 
makers that create the supply of money 
When most people think about money they think immediately of green 
pieces of paper, called Federal Reserve notes and coins of various sires 
and colors Economists lump these all together and call them currency 
But what else do we use as a medium of exchange? 

Bank Deposits Are Money 

The most widely used medium of exchange is not currency but demand 
deposit credits in commercial banks, usually called checkingaccounts These 
are deposits that can be withdrawn or transferred at the pleasure of the 
depositor or "on demand ' Savings accounts are called lime deposits 
because banks may legally require advance notification of withdrawal 
Many students have trouble at first in seeing that demand deposits 
really are money They themselves may handle all their transactions by 
means of currency, when the) receive a check, they cash it-that is, they 
obtain currency for the check and spend the currency But student habits 
are not typical of the transaction procedures of business firms, govern- 
ment units, and households The overwhelming majority of exchanges, 
measured in dollar value, use demand deposits as the medium of exchange 
A purchaser instructs his bank to transfer ownership of a portion of his 
deposit to the seller he writes a check in other words The seller typically 
deposits the check instead of cashing it she instructs her own bank to 
collect the sum whose transfer was ordered by the check writer No cur- 
rency at all changes hands The bank in which the check is deposited 
makes an entry in its books, the bank on which the check is written makes 
an equal but opposite entry in its books 
It isn t hard to imagine a situation in which demand deposits are the 
only medium of exchange As credit cards become more common people 
will carry less currency and pay for more of their purchases with monthly 
checks Couldn't all transactions be handled in this way? It would be 
possible, although inconvenient in some cases But currency could dis- 
appear from existence without any reduction in our use of money as a 
medium of exchange 1 

1 Credit cards ate nut a medium of exchange but a way of poslmng payment for a 
purchase 
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Currency plus demand deposits Is that all? Suppose someone asked, 
"How much money do you have?" You would calculate the currency m 
your possession Having read this far you would then add the balance in 
your checking account Should you also add what you have in your savings 
account? You can get it out quickly or transfer it to your checking account 
It's available for spending, even though savings accounts cannot be used 
directly as a medium of exchange But then what of the deposit you have 
in a savings and loan institution? You could also convert that amount into 
ready cash And why not also the government bonds you own? They can 
be cashed too How far shall we go m calculating how much money you 
have? Your automobile could also be converted into currency or a demand 
deposit Is it, therefore, money? 

Notice what we've done now We have subtly shifted the definition of 
money from "the commonly employed medium of exchange" to "liquid 
assets ' If we adhered strictly to the definition of money as a medium of 
exchange, we would want to define the money supply in the United States 
as the total of currmy in circulation plus demand deposits at commercial bank 
For that is what we use to pay for almost all our purchases To avoid 
double counting we must include only the currency that is in circulation 
and not the amount m bank vaults Thus when someone deposits a $20 bill 
in his checking account, the money supply does not change The demand 
deposit component rises by $20, but currency in circulation falls by $20. 
If we continued to count as money the currency now in the bank's posses- 
sion, we would come to the highly misleading conclusion that deposits 
or withdrawals of currency from checking accounts change the quantity 
of the exchange medium held by the community But they don't, they 
only change the farm in which it is held After you've written a check for 
"cash " you still have exactly as much money as before, and so does every- 
one else 


How Do We Want lo Define the Money Supply? 

But do we want to define money strictly as that which actually func- 
tions as the common medium of exchange? What we're really looking for 
tn these chapters is an explanation of aggregate demand or total expen- 
ditures As we shall see, that will depend in part upon the amount of 
money people are holding relative to the quantities of other assets that 
they own or would like to acquire The more money people possess, 
other things being equal, the more likely they are to surrender some por- 
tion of it in exchange for an alternate asset when an attractive opportunity 
presents itself Now it is quite dear that most people do not just look at 
their present stock of currency and demand deposits in deciding how 
much money they have Savings held in commercial banks as time deposits 



and savings held m such nonbank thrift institutions as savings and loan 
associations would be regarded b) most people as available cash So 
shouldn t we include these deposits in our working definition of the 
money supply? 

There is just no completely satisfactory way to decide what should go 
into the calculation of the money supply and what should be excluded 
The central bankets of the United States the manners of the Federal 
Reserve System calculate the money supply in at least three ways and 
publish three sets of figures as M 3 M, and M, 

Mj is demand deposits plus currency in circulation 

is M, plus time deposits in commercial banks-those banks which 
provide checking account sen ice as well as accepting the deposits of 
savers making loans selling money orders and so on 
M 3 is M 2 plus deposits in mutual savings banks and savings and loan 
associations-sometimes called nonbank thrift institutions 
The table below gives you some notion of the magnitude of the money 
stock by each of these measures Since the money supply can and does 
fluctuate considerably from day to day figures are usually expressed as 
averages over such periods of time as a month or a quarter The numbers 
below are in billions of dollars and give the average of daily figures 
throughout the last month of three recent years 




Table 1«A 

MONEY SUPPLY IN BILLIONS OF DOLLARS 


M, 

M : M, 

1067 

ISeO 

S3’ 6 

1070 

2215 

■*253 642? 

I97J 

2715 

572 Z gO$3 
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Whichever definition of the money supply we choose, they have all 
increased significantly since 1°67 Moreover, the percentage rates of 
increase have varied considerably, both among the three measures of 
the money stock and from year to year within each measure. 

But what difference does any of it make? Is there some correct level for 
the money supply or some ideal rate at which it ought to grow over time? 
These are important questions Before you can make sense 0 f the various 
answers that economists have given to them, however, you must under- 
stand something about how money is created and destroyed. What are 
the forces in both the private and the government sectors of the economy 
that interact to determine changes in the size of the money stock? 


What Determines the Size of the Money Supply? 

We can begin with what you know already or can figure out from 
what has been said Individuals can directly change the relative Sizes of 
these money stock measures by transferring funds from their checking 
accounts to their savings accounts or to a savings and foun association 
and back again They can also, according to their preferences, hold their 
share of Mj in the form of a demand deposit or as currency, The Fed (the 
common collective term for the Federal Reserve Banks) supplies whatever 
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amount of currency the public choose-; to hold and takes it back again 
whenever the public no longer wishes to hold it Hence an increase in 
the public's net preference for currency over time deposits, perhaps at 
Christmas time or during the vacation season will increase M, But since 
Mj s gam i* M; s loss and fvL includes M t that would not bring about 
directly a change in the total of M« 

The reason for mentioning nil of this is that such changes m the compo- 
sition of the public's money holdings have potentially significant indirect 
effects Insofar as these preference shifts are seasonal and predictable, 
they pose no serious problem to the nation s monetary managers There is 
mounting evidence, however that the public is becoming more adept at 
shifting about among liquid and near liquid assets and that this is making 
it more difficult for the fed to control the supply of money with adequate 
precision The issue is one to which we shall return 

The Crucial Role of Bank Loans 

But none of this explains how i» s possible for M , to increase In Decem- 
ber!^ Mi ivk 70% forger than it had been in I°67 js a consequence 
of a 45% rise in currency and demand deposits, an 85% increase in time 
deposits, and a 50% jump in deposit* with nonbank thrift institutions 
Where did all this additional money come from? The basic answer is that 
it came about through a net expansion of commercial bank loans For llir 
irwitr wpplv mnti'C' Hun amtiimitl faith, mnL lorn to thar n«lomtr> and 
dccrcaw lolun riisfpnUTS rtpav /lit loam then obtained from commercial bank 
That's the short of the story The long of it is a bit more complicated but 
not really difficult to grasp 

Suppose your application fora loan of $500 from the First National Bank 
is approved The lending officer will make out a deposit slip in your name 
for 5500, initial it in some appropriate wav, and hand it to a teller who will 
then credit your checking account with an additional 5500 Demand 
deposits will have i i*cn by 5500 The monev supply will be larger by that 
amount 

Where did the 5500 come from? The bank created the 5500 to lend you 
Out of thin air? Not really But the raw material isn't as important at this 
point os the fad that the bank really did create new monev in making 
you a loan 

But what if you don't have a checking account at First National? Then 
the bank can open one and start you off with a 5500 balance But suppose 
you don't want a demand deposit-you want the money? Slips’ A demand 
deposit is money You can use the demand deposit to buy whatever it is 
you borrowed for All right, but what if you decide to withdraw your 5500 
right away in 520 bills? Fine The teller will accommodate you The total 
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of demand deposits will fall by S500, but the total of currency in circulation 
will increase by $500 The bank takes the currency from its vault, where 
it is not money, and gives it to you, whereupon it becomes currency held 
by the nonbank public or currency in circulation and hence is money 

Does it all seem too simple? Why don't banks keep on doing that 
indefinitely? It seems just like having your own money machine m the 
basement We II see in a moment that banks are limited m their ability to 
make loans and thus add to the money supply But first let's see how the 
money supplv is decreased 

One year later your note comes due In the interim you've built up your 
money balance to be able to pay off the loan on time You have $500 (plus 
the interest due, which we neglect for present purposes) either in your 
checking account or in your cookie jar If it's m the cookie jar, you turn it 
over to the bank on the due date and money in circulation drops by $500 
Note again that currency counts as money when and only when it is held 
outside the banking system 

If, as is more likely, you have the $500 in your checking account, you 
write a check for that amount to the bank The bank subtracts $500 from 
your demand deposit balance The money supply goes down by $500 

If you have grasped this simple process, you now understand how 
money is created and destroyed and the way in which the stock of money 
expands and contracts But you must still be wondering what has been 
left out Surely private, commercial bankers cannot create money without 
constraint And you are right, they cannot First of all, the bankers must 
find people willing to borrow on the terms at which the banks are willing 
to lend 5econd, each bank operates within the constraint imposed by its 
reserves This is the constraint that banking authorities use to control 
bank lending and hence the process of money creation Every bank is 
legally required to hold reserves in forms specified by law A bank may 
make new loans, and thus create money, only when it has reserves greater 
than the minimum amount it is legally obligated to hold And the Fed has 
the power to increase or decrease the reserves of the banking system 

The Central Bank 

The Federal Reserve Banks constitute the central bank of the United 
States, created by an act of Congress in 1913 Although technically owned 
by the commercial banks that are members of the Federal Reserve System, 
the Fed is in fact a government agency Its board of governors in Washing 
ton is appointed by the president of the United States with the consent of 
the Senate And the board effectively controls the policies of the twelve 
Federal Reserve Banks We setrn to have twelve central banks, but this is 
only an appearance, it is a legacy from the days when much of the country 
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harbored a populist stispic on of Easterners Wall Streeters and men in 
str ped pants with cutaway coats These suspicions were allayed by scat 
tering Federal Reserve Banks around the country But the Fed has actually 
been a single bank (with branches) at least s nee the legislative changes 
enacted 6y Congress n the 1930s The power of any one of the twelve 
Banks depends pretty much on the influence it s able to exert which m 
turn depends on the quality of its executive officers and its research staff 
Many of the commercial banks in the United States are not subject to 
the rules of the Federal Reserve System Banks hold ng charters from the 
federal government have the right to put the word National m their 
name and the obi gation to join the Federal Reserve System But many 
banks hold state government charteis they are permitted but not requ red 
to join the Fed If they choose nol to join they operate in accordance with 
State definitions of reserves and state established legal reserve minima 
Although less than half of all the commercial banks m the Un ted States 
belong to the Federal Reserve System member banks have more than 
three fourths of the total assets and liabilities of the entire commercial 
banking system We re going to simplify this account by pretending that 
all banks are subject to the rules and regulations of the Fed Since the Fed 
indirectly but powerfully influences the pos t on of all banks and not just 
those subject to its direct regulation this assumption won t give a seriously 
misleading picture In the next chapter when we exam ne the processes 
of monetary management we II ask about the possible sign ficancc of the 
fact that the percentage of banks holding membership m the Fed has 
slowly decreased in recent years 


Bank Reserves as Constraints on the Money Supply 

Because of its power to fix legal reserve requirements for member banks 
(w thin Wide limits set by Congress) and its power to expand or contract 
the dollar volume of reserves the Fed controls the lending act vities of the 
commercial banking system and thus the process of money creat on 
Reserve requirements differ for time deposits and demand deposits more 
over the legal reserve requirement on demand deposits currently vanes 
between 8% and 17%% depend ng on the size of a particular bank s total 
demand deposit liabilities Under Fed regulat ons that became effective 
in 1975 a bank with 5500 million in demand deposits must hold reserves 
equal to 8% of the f rst $2 million 10%% of the next $8 million 12 1 / % of 
the next $90 million 13%% of the next $300 million and 17%% of all 
demand deposit 1 abilities over $400 million (Note that demand deposits 
are bank liabilities your bank owes you the amount in your check ng 
account) The Fed also decides what may count as legal resenes Since 
1960 it has been the banks vault cash plus the depos ts the commercial 
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banks themselves have at the Federal Reserve Bank of their district To 
see what all this has to do with changes in the money supply, we 11 move 
in. for a close up look at the First National Bank of Anywhere 

.* , 1 rs 1 I J J 1 


took account of other liabilities and the reserves held against them ) With 
a little pencil work you can quickly calculate that First National has $1 
million of reserves beyond its legal requirements Against the first $2 
million of those deposits it must hold an 8% reserve, or $ 16 million, 


required. First National has excess legal reserves of $1 million And excess 
reserves are what banks can lend So First National will be able to make 
new loans of $1 million if it can find acceptable borrowers Let's assume it 
does so and watch what happens as a result 
First National extends the loans by creating new demand deposits for 
its borrowers After the loans have been made, then, First has $91 million 
in demand deposit liabilities and an unchanged $12 million of reserves 
Since with a marginal reserve requirement of 12%% only $ 08 million of 
additional reserves must be held against the additional $1 million in liabil- 
ities the bank will still have excess legal reserves of $ 92 million But the 
bank cannot expect those new liabilities to remain on deposit The loans 
were presumably taken out to finance expenditures So the borrowers will 
write checks against the new deposits payable to customers of other banks 
for the most part, and First National will lose reserves To keep the example 
neat we'll assume that the $1 million just borrowed is all paid out by the 
borrowers to people who maintain accounts in other banks Recipients 
of the checks deposit them in their own banks, these banks send the checks 
to the Fed for clearance, the Fed subtracts the amount of the checks from 
the recipient deposit of First National and adds it to the reserve deposits of 
the recipient banks, the checks are then forwarded to First National, which 
deducts the amounts from the demand deposit balance of the payers At 
the end of this process. First National will again have $90 million in 
demand deposit liabilities but now only $11 million m legal reserves 
By this process First National has converted its excess legal reserves into 
an addition to the stock of money The new money has left First National 
and now exists as new demand deposits in other banks But First National 
has acquired additional earning assets m the form of new loans, which 
was its purpose in making the loans 
It should be clear from this brief account that excess reserves and a 
demand for bank loans on the part of eligible borrower $ are the two factors 
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jointly controlling the expansion of the money supply The Fed can there 
fore facilitate the growth of the money supply either by reducing the legal 
reserve requirements or by increasing the dollar volume of reserves The 
latter is in fact the Ted s regular operating lever in money management 
We'U describe and evaluate the process m the next chapter Postponing 
the question of how resea es originate, we now want to trace out what 
happens when reserves increase 


The Effect of Changes in Bank Reserves 

Go back to the case of First National We started the bank out with $1 
million in excess legal reserves (The word hpi is important If a bank s 
managers want to hold more reserves than the law requires, the entire 
amount of the legal excess will not in fact bp "excess' and will not be 
available for new loans ) Suppose those reserves had just been created by 
the Fed because it wanted to expand the supply of money We traced 
through the process by which the lending of the reserves added $1 million 
to the stock of money But that won't be the end of the matter A one-dollar 
change m reserves tends to cause a change in the money stock of several 
dollars That's why bank reserves are sometimes called 'high-power 
money 

Td see why this is so, look at the new position of the banks m which that 
freshly created mono) was deposited They jointly acquired SI million in 
additional demand deposits plus SI million in additional reserves Remem- 
ber that when the Fed cleared the checks, it transferred $1 million m 
reserves from the account of First National to the accounts of the recipient 
banks So these recipient banks acquired dollar for dollar, new reserves 
to match their new demand deposits 

But under a fractional-reserve banking system (where reserves need 
only be some fraction of deposits) new deposits plus matching new 
reserves create excess legal reserves Just to keep matters simple, assume 
that all the deposits flow to banks in theSlO-SlOO million deposit category 
so that they arc all subject to a 12%% legal reserve requirement These 
banks will consequently find themselves with $ 875 million m excess legal 
reserves If they don't want to hold the reserves and can find acceptable 
borrowers, they can now make new loans m that amount and thereby 
create an additional $ 875 million of new money But this still isn't the 
end, because the banks in which this newly created money is deposited 
will now acquire excess legal resenes $875 million of new demand 
deposits plus $875 million of new reserves amounts to a $765,625 addi- 
tion to excess legal reserves (if the applicable reserve requirement is still 
12%%) The whole process can thus repeat itself again 
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CHECK CLEARING SERVICES 

The use of demand deposits as a medium of exchange is greatly 
facilitated by the check clearing services the Federal Reserve 
Banks provide When an Amarillo Texas reader instructs ftis 
bank to pay $695 to Chess Fanatics Magazine and sends those 
instructions m the guise of a check to the magazine 6 office in 
Raleigh North Carolina how does the magazine collect? It cm 
tamly won t have a representative stop by the Amarillo bank to 
pick up the amount due Instead it will deposit the check in its 
own bank rece ve a $6 95 addition to its demand deposits and let 
the bank worry about collecting from Amarillo The Raleigh 
bank will collect by sending the check to the federal Reserve 
ELinh of Richmond Virginia which will credit it with a $695 
addit on to its reserve account The Richmond Federal Reserve 
ILnk will in turn send the check to the Federal Reserve Bank of 
Dallas which will deduct $695 from the reserve account of the 
Amarillo bank and send it the check When the check gets back 
to Amanlio the chess fanatic will have 56 95 deducted from his 
account And the canceled check will be sent to him in his monthly 
statement The Federal Reserve Bank of Dallas remits $6 95 to the 
Rdcral Reserve Bank of Richmond through the Interdistrict 
Settlement Fi nd 

The Fed does not operate the only check clearing services in 
the country Banks often collect localchecks through localclearing 
houses and sometimes they even collect by sending the check 
dnectly to the bank on which it was drawn The settlement of 
most checks draw non member banks however is made through 
the balances the banks maintain with the Federal Reserve Bank of 
their district 

All checks collected and cleared through the Federal Reserve 
Banks must be paid in full by the banks on which they were drawn 
without deduction of a fee or charge A handful of banks still 
collect a fee for dealing checks and are hence ineligible topartiC 
pate in the fed s clearing system 

Although the cost of collecting and clearing checks is a sub 
stantial part of Fed expenses the Federal Reserve Banks supply 
this service at no charge 


The 'Money Multiplier" 

The essential point is a simple one which should not get lost m the 
arithmetic When the Fed (or any other factor) adds one dollar to bank 
reserves it enables the commercial banking system to create several dol 



Money and the Bnutjn? Sysfr 


509 


lars of additional money Exactly how many additional dollars depends 
on the applicable reserve requuementand the extent to which the newly 
created money is shifted out of demand deposits Some portion of newly 
created demand deposits tends to be withdrawn into circulating currency 
Currency in circulation is no longer vault cash and is not included in bank 
reserves And this leakage of reserves reduces the value of the ‘ money 
multiplier ' 

To illustrate if all banks were subject to a 12%% marginal-reserve 
requirement, if all leg'll excess resenes were loaned out, and there were 
no leakage of currency into circulation (and no transfers from demand 
deposits into time deposits), then Si of new reserves would lead to 
the creation of S8 in additional money Why exactly $8? Because 
1 + ( 875) + ( 875)( 875) + ( S75) 3 , the expansion path of the money 

creation process, ultimately approaches 1 x 1/ 125, or 8 

The actual money multiplier is much less than this, running in recent 
years between 2 and 3 A multiplier of 2 5 would result from a combi- 
nation of an average applicable reserve requirement of 15% and a 25% 
leakage of currency into circulation The latter would occur if the public 
ivithdreiv SI in currency hr every $4 added to the money stock, and this 
is close to actual practice in recent years Of course whether the money 
multiplier is 2 or 8 or anything m between the expansion process depends 
on the ability of banks to locate eligible borrowers bo expansion takes 
time, it doesn't occur instantaneously Thats another point to which 
we'll return in chapter 19 

This entire discussion has been earned on in terms of excess reserves, 
additional loans and more money It also works in reverse When reserves 
are reduced by an action of the Fed (or anyone else), the power of banks 
to lend is contracted When a bank's reserves fall below the legal mini- 
mum, it reduces its rate of new loans below the rate at which the old loans 
are being repaid, in order to acquire additional reserves If the entire 
banking system js doing this, the result is a net contraction of loans and 
hence a reduction in the money supply Eventually, through the acquisi- 
tion by the commercial banks of additional currency and the reduction of 
demand deposits as the public repays loans the legal minimum reserve- 
to-depo5it ratio will be reached Then the process of contraction will stop 


How Wc Got This Way 

Does it bother you that privately owned banks have the power to create 
money? A power that the Constitution of the United States assigns to 
Congress? It all came about because few people understood exactly what 
was happening when it began The Constitution speaks only of the power 
to coin money, because almost everyone thought m 1790 that gold and 
silver coins would be the dominant component of the money supply By 
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THE MECHANICS Of MONEY CREATION 

The mysterious character of money creation through bank 
lending d muusheswhenwe describe it in terms of changes m the 
assets and labilities of commercial banks V\e can more easily 
focus on the elementary mechanics of the process if we adopt a 
few s mpijfying assumptions 

1 The entire commerc al banking system s a single bank 

2 The bank maintains only the nun mlim reserves required by 
law 

3 There is no leakage of currency from the banks into circula 
lion as cfemancf deposits increase and no transfer of demand 
deposits into time deposits 

4 The legal reserve requirement on all demand deposits is 20% 

We assume that Universal Bank has zero excess reserves at the 
outset and that in accordance with the conventions of accounting, 
its total assets are equal to its total lub litres including net worth 
To start the process moving well have a prospector walk into one 
of the branches of Universal Bank, with 510 000 worth of gold He 
turns the gold over to the bank and receives in return a $10 000 
demand deposit Universal Bank sends the gold to the Federal 
Reserve Bank of its district and receives in return a 510 000 addi 
t onal credit to its reserve account The bank 5 balance sheet then 
looks like this 


Original assets 5700 000 C 00 000 
Reserve account T 10000 


5700 000 000 000 Onginal liabilities 

] 0 00O Prospector s demand deposit 


Because Universal Bank need maintain only $2000 in reserves 
against S10000 in demand deposits it now has S8000 m excess 
reserves It ends this amount to Avery by creating a demand 
deposit and receives in return Avery s IOU Avery writes a check 
for $5000 to Barnes who deposits the check In the bank The 
balance sheet will now look I ke this 


Onginal assets $700000000000 
Reserve account T toOQO 

Avery's IOU 8000 


$700 000 000 000 Original Iiabilit es 

10 000 Prospector' s demand deposit 
5 000 Barnes s demand deposit 


Notice that no reserves have been lost even though the bank loaned 
out its excess reserves the banking system does not lose reserves 
when depos ts are transferred from one bank to another Universal 
Bank still has the $10 000 in its ieseae account but with $18 000 
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in additional demand deports it must -ov, earmark 83600 a« 
required regents Th’t !ca\ e« $6400 in excess reserves which can 
bcloaned^cG deingi mghimi demand dLPOsi nthatamouit 
U hen Ov de nn'cs a ^00 chid to DhtHI ana Darrell deposits 
the check the bahnet si eel looi s like this 

nt<:cts Liab lihes 

Onsm}a*'et> WO 030 033 030 ' *730 033 003 m Original liabilities 
Reserve (.count — 10003 I 10 CCO Prospector's demand deposit 

Aver) r 101 8 030 8 000 Barnes * demand deposit 

Cl) dc « !Ob o -»00 6 400 Darrell s demand deposit 

Th* ban 1 ' mil now have c 2i 1 03 m rew demand deposits 
agumst much it is rcaui ed to ho*d c t c s"' m reserve* So Sal20 in 
excess reserve* v all be avail ole ro Jcndrg 

If v\ c continued to tnc out n tn v\<.\ he grow th m Umv ersal 
Bin! s ^sse^s and liabilities ns it vequred additional !OUs and 
created lddPiov*! denind d pisis eid ‘■ucccssive item would 
be KT of tne p'Cced ng item Hv* cuma a tv to 1 of $10 000 r 
8(510000} - 8(510 000) » s(S10CvO) - - S^SICCOO) 

if proachcs < i-00 , '0 a« porracne* nfm t> The lohl will ge 
ven close to -30030 uric rs stdJ qu tc smal ; Mn repetitions of 
he process described * ovc v ill bring tne o'al ‘o 54a 705 and 
when i -c dies tv tnl the io*)J nil le eve $4°,o00 

Each add t oml doll ir of recurves *h it enters the banking «v stem 
enables timer* I Bint u’t n «. <'v to dd $3 to the tot’l money 
supply when tnc legal reserve reqii rement i* 20"5 The legal con 
'train! on the b inkin'’ «v cm * ab ht\ to expand deposits on the 
basis of nev reserves is given o\ the formula 1/R where R is the 
rcse-ve requirement An\ o her tutor th t also uses re«crve« 
such is currency wi hdri \als wdl reduce value of the multi 
pher b) increasing the dcroninvtor in the formula Thus if tne 
legal re'cne requrc-nen etc 15 r and the public ah a> s held 
$1 in currenc) foreverv *4 Meld ir demand deposits the banking 
system \ ould be able *o create 5250 in deposits for ever) 51 of 
nev reserves l\i»h the required reserve and cu ienc> holdings 
both stated as v percentage of demand deposits tne formula 
becomes 1/(15- 2o) = 1 4=25 


the time we fully realized that commercial banks could be monev creators 
as important as the Mint or the Bureau of Engraving we had accumulated 
enough experience with the system to let it continue More importantly 
perhaps we weren t at all sure what to put in its place The complex 
banking and monetar) systems of the industrialized world were not based 


BANK CREATION OF CURRENCY 


Students are often surprised to learn that commercial banks j 
I which are privately owned institutions operated for profit create 
most of the money used as the medium of exchange in the United 

* States The suspicion that this just cannot be the case may account 
m part for their resistance to the notion that demand deposits are 
real y money 

But for most of our nation s history the federal government has 
not even been the exclusive supplier of currency Before the Gvil 
War the principal suppliers of paper money were privately owned 
banks that printed and distributed their own banknotes More- 
over these banks were not chartered or controlled by the federal 
government They were for the most part chartered by state gov 
emments and controlled m their note issues by the willingness of 
the public to accept the notes These notes were usually promises 

* to pay gold to the bearer on demand which the banks issued In 

1 the process of extending loans If the public had confidence in 

a banks willingness and ability to redeem its obligations on 
demand the notes might circulate indefinitely If the public lost \ 
confidence ina bank however note holders would rush to demand 
redemption If the bank did not have enough gold to meet its obli 
gations it would be forced to suspend redemption Since few 
people would want to accept the notes of a bank that had su$ 
pended redemption the value of the notes in circulation would 
fall to a fraction of their face value 
The currency system of the United States before the Civil War 
was consequently a bewildering variety of banknotes exchanging } 
at uncertain and fluctuating percentages of their face value In 
1863 m an effort to bring greater order out of this chaos the fed 
eral government established a national banking system National j 
banks were required to invest one third of their capital in govern 
ment bonds and were authorized to issue banknotes m an amount 
up to 90% of the nurket value of these bonds (Creating support 
for the government bond market was probably -the government s 1 
principal goal at this time ) These notes called national banknotes 
were printed for the banks by the Bureau of Engraving in order to 
1 give the currency a uniform appearance Moreover each national 
| bank was requited to accept the notes issued by other national 
banks at par When relatively few banks elected to take out 
I national charters the federal government in 1865 imposed a 10*1 

S tax on state banknotes This drove state banknotes out of circu 

j lation and created a much more uniform currency throughout the ( 

i nation 

f But by the end of the Gvil War demand deposits had become 1 

more important than currency as a medium of exchange And so 
the state banks were not driven out of business They continued 
to make loans, but by creating demand deposits rather than by 
f issuing banknotes 
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on the principles described in this chapter and the next On the contrary, 
these principles were discovered by examination of the processes that had 
already evolved Bankers had created the system long before economists, 
government officials, or bankers themselves understood it 
If you wonder how it was possible for a functioning social institution 
to be created by people who did not understand it, then you re too much 
a rationalist to he a good historian Comprehensive social institutions 
rarely develop in accordance with anyone's plan, they are much more 
likely to evolve out of step by-step adjustments to unanticipated changes 
in circumstances We must hurry on to add that the hanking monetary 
system that evolved in the United States often functioned badly, creating 
speculative booms, inflations, financial panics, bankruptcies, and reces 
sions m a continuing succession, m addition to providing a medium of 
exchange and a credit mechanism to finance economic expansion 
Do we know enough now to control the banking monetary system of 
the country and to ensure that the growth of the money supply keeps in 
even step with the expanding demand for money and credit, so that money 
lubricates without disrupting production and exchange? The next chapter 
carries us into that question 

Once Over Lightly 

Money is a social institution that increases wealth by lowering costs of 
exchange Low costs of exchange enable people to specialize more fully 
in accordance with their comparative advantages 
Money is used as the standard unit of accounting m comparing relative 
values because we have all had experience in using it as a medium of 
exchange 

Money could not function as a medium of exchange if if did not also 
function as a store of value over time People accept money in return for 
other goods because they know they can hold the money and use it later to 
obtain the goods they want But the fact that people can at low cost hold 
more or less money introduces additional uncertainty and complications 
into the functioning of an economic system 
An asset is moneyhke to the degree that it is liquid The liquidity of any 
asset depends on the cost of exchanging it for other assets An asset that 
can be exchanged for other assets at zero cost is completely liquid 
The demand for liquidity (or the demand for money to hold) expresses 
people's desire to have a greater range of choices, more opportunities, 
and consequently additional wealth The quantity of money people wish 
to hold will depend upon their income, their reading of the future, and the 
opportunity cost of bolding money The opportunity cost of holding 
money is the value of what is given up by not holding alternative assets 
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Because liquidity is a matter of degree, there is no sharp line of distinc 
tion between the assets that are money and those that are not Federal 
Reserve notes and coins are clearly part of the money supply Demand 
deposits are also without any question part of the money supply Time 
deposits cannot be used directly as a medium of exchange but are highly 
liquid whether or not they should be counted m the money supply is more 
difficult to determine Deposits in nonbank thrift institutions raise the 
same question Since many other assets are also highly liquid, the decision 
on exactly what to include m the definition of the money supply must 
depend on an analysis of current practices and the uses to which the 
definition will be put 

The money supply increases when commerce) banks make loans to 
their customers and decreases when customers repay the loans 
Banks can make new loans and thereby expand the stock of money 
when they hold reserves in excess of the minimum amounts established 
by the banking authorities 

The Federal Reserve Banks attempt to control changes m the stock of 
money by increasing or decreasing legal reserve mimmums and by adding 
to or subtracting from the total of commercial bank reserves 
Under a system where banks must hold as reserves only a fraction of 
their total deposits, every one dollar change in reserves leads to a greater 
than one dollar change in deposits The relation between changes in 
reserves and changes in the money supply will be governed primarily by 
legal reserve ratios, the extent to which the public withdraws additional 
currency from the banks as bank deposits increase, and the willingness of 
banks and borrowers to negotiate additional loans 


QUESTIONS FOR DISCUSSION 

1 Would your existence be more or less secure if we had a barter economy 
rather than one using money? Why would we all be poorer if vve had to rely 
exclusively on barter? Is a very poor person subject to 5% fluctuations in 
his income more or less secure than a wealthy person subject to 50 % fluctu 
a f ions m his income’ 

2 Can you think of any ways in which emphasis on money obscures the real 
workings and effects of economic events? What about an argument that the 
government of India could attack poverty by printing more rupees and dis 
tnbuting them to the poorest people? 

3 How much money do you hold on the average over the course of a typical 
month? What would induce you to increase that amount? How could you 
do this? (Do not confuse money with income ) 
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4 Name some liquid assets that you own Rank them m order of liquidity 
What criterion are you using to determine relative liquidity 7 

5 You plan to buy a bicycle this year as soon as you've saved enough money 
You have about half the amount saved when you read that bicycle prices 
are expected to rise considerably in coming months What might you do 7 
How would this affect your liquidity? Suppose that you hive saved the entire 
purchase price, and then you read that overproduction of bicycles will prob- 
ably result in large price decreases in coming months What might you do, 
and how will your decision affect your liquidity? 

6 Shares of common stock listed on a major exchange can be sold quickly— 
that is exchanged for other assets Are shares of stock as liquid as money 7 
Why might a person hold part of his wealth in common stocks and pari m 
money? Why might he shift the composition of his portfolio in order to 
hold more of one asset and less of the other 7 

7 Suppose evervone came to believe that prices were going to rise sharply in 
the next month or so How would this belief affect their demand for money 
balances 7 How would it affect their demand for goods other than money 7 
What effect would this likely have on the prices of goods other than money? 
What effect would it likely have on the price of money 7 {The price of money 
is the rate at which it exchanges for goods just as the price of other goods is 
the rate at which they exchange for money) 

8 Money gets a Jot of attention but tends to have a bad press Are the authors 
of the following statements talking about money as we have defined it or 
are they using money as a synonym or symbol for something else? What is 
that "something else" in each case in which you conclude that money is not 
iea?ly the subject of discussion? 

(a) "The love of money is the root of all evil " (Often misquoted as 
"Money is the root of all evil ") 

(V) ' Health is a Vftessmg *\at money caiuuA Wj " 

(c) 'Don't many for money' 

(d) "Well, fancy giving money to the government' Might as well have put 
it down the dram " 

(c) ‘Hath a dog money? Is it possible a cur can lend three thousand 
ducats 7 " 

(() 'if this be not love, it is madness and then it is pardonable Nay, yet 
a more certain sign than all this i give thee my money 

($) "Wine maketh merry, but money answereth all things ' 

(h) ' Words are the tokens current and accepted for conceits, as moneys 
are for values " 

(i) ' Money speaks a language all nations understand 
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9 1/ you were to ask someone how much money he has in the bank he might 
not distinguish in answering between his checking account balance and h $ 
savings account balance Why would economists want to distinguish 
between the two? 

10 At any moment in time some already printed Federal Reserve notes will be 
m («) the wallets of the public (fr) the vaults and tills of commercial banks 
and ( ) the vaults of Federal Reserve Banks How does each enter into or 
otherwise affect the total money supply 7 

11 People cannot spend the deposits they hold m commercial bank sayings 
accounts or savings and loan institutions without first withdrawing the 
funds that is converting them into currency or demand deposits But since 
they are able to do that at almost no cost these deposits are assets almost as 
heju d a< checking account balances 

(a) Does it follow that total spending ought to be more closely correlated 
with Mj than with M, 7 

(b) What does a faster rate of increase in M 3 than in M t suggest about the 
publics spending inlrn/im 7 

(c) If electronic funds transfer systems lower the cost of spending savings 
deposits to the current cost of spending checking deposits what effect would 
you expect to observe in the relative sizes of M, M and W 3 ? 

12 If bankers can create money why can t you 7 Is it against the law for you to 
create an accepted medium of exchange? Can you think of a situation in 
which you might succeed in creatinga little money 7 (Hint Demand depos ts 
which serve as money are liabilities of commercial banks suppose your 
promissory notes were considered in the community as good as gold ?) 

13 If money is created by bank lending, is it also created by the lending of 
savings and loan associations credit unions and consumer credit com 
pames? What is the difference 7 

14 Use the information provided in the text to test your understanding of the 
relationship between bank reserves and money creation 

(a) Fog National Bank has $1 billion in demand deposit habilit es How 
many dollars must it legally hold as reserves against these deposits 7 Do 
you get an answer of $157 75 million 7 

(5) Suppose Fog Bank has $160 million in reserves If we ignore time 
deposits and the reserves which they require how large are the bank s excess 
legal reserves? 

(r) If the managers of Fog Bank prefer to maintain $2 million of reserves w 
addition to the minimum legal requirement how large are Fog Bank s txte s 
reserves? 

(J) Fog Bank loans its excess reserves of $250 000 to the Lovers Lanes 
Company for the purchase of new pm setting equipment When the equip 
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ment supplier deposits the $2S0,0Q0 check m the River National Bank, which 
has total demand deposit liabilities of $200 million, what effect does this 
have on the River Bank's excess legal reserves? 

(e) River Bank extends a new loan of $216,250 to a silver processor who 
uses it to purchase silver from a mine in Two Cushion, Montana The Two 
Cushion Bank, where the check is deposited, has total demand deposit 
liabilities of $7 million How much will the deposit add to the bank's excess 
legal reserves? 

(f) The silver mine in Two Cushion uses all the money received to pay 
its employees None of the miners maintains a bank account They all cash 
their weekly checks and use currency to handle their purchases What will 
happen to the Two Cushion Bank's excess legal reserves right after payday? 

(g) If all the merchants in Two Cushton use the local bank what will 
happen to the bank's liabilities and reserves over the course of the week? 

How does a withdrawal of currency from checking accounts affect the money 
supply? How does it affect a bank's reserves? How does it affect excess legal 
reserves? What effect might this have subsequently on the money supply? 






THE FEDERAL RESERVE 
AND THE MONETARY SYSTEM 


The money suppjy increases as commercial banks acquire new earning 
assets by lending out their excess reserves That was the theme of the last 
half of chapter 18 It raises a long list of questions 
Where do reserves come from? What are the controls on the system? 
How does the Fed as the nation s central bank and by act of Congress 
the manager of the monetary system exercise its authority? How well does 
it do so? What are its goals? Are the goals it pursues the goals it ought to 
pursue? Does it have the power to ach eve the goals it sets? If you have 
definitive answers to all those questions when you ve read this chapter 
you 11 know more than the mthors or anyone else were aware of But at 
least when you ve finished you should have a better idea of where the 
troublesome questions are and some insight into the interesting life of a 
central banker 


BANK RESERVES AND THE MONEY SUPPLY 

Bank reserves What are they? Where do they come from? The Federal 
Reserve Bulletin a monthly publication of the Fed regularly lists all the 
Factors Supplying Reserve Funds But the Federal Reserve Bi Hein regularly 
prints more than almost anyone would want to know The important thing 
is to understand the principal factors that contribute to changes in reserve 
funds The best approach is to think it through rather than look it up 
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Any one bank can add to its reserves by attracting deposits from other 
banks If you want to close your checking account In First National and 
open an account m Second National, the easiest way is to write a check 
and deposit it in your new account When the Fed clearinghouse gets the 
check, it will subtract the amount of your balance from the reserve account 
of First and credit it to the reserve account of Second Similarly, one bank 
acquires reserves from other banks as its current depositors receive and 
deposit payments from the customers of other banks But none of this 
alters the total reserves of the banking system 1 

The system as a whole will acquire or lose reserves as the public reduces 
or expands its holdings of currency Currency that goes into circulation 
reduces vault cash If the banks replenish their vault cash by obtaining 
more Federal Reserve notes the Fed deducts the value of the notes from 
the banks reserve accounts 

Another source of fluctuations in total system reserves is float It takes 
time for checks to move through the banking system, from the bank of 
deposit m Des Moines, let us say to the Federal Reserve Bank in Chicago 
then to the Federal Reserve Bank in San Francisco, and Anally to the bank 
m Sacramento on which the check was originally drawn The Chicago FRB 
may credit the reserve account of the Des Moines bank before the San 
Francisco FRB gets around to debiting the reserve account of the Sacra 
mento bank In the interim, total bank reserves will have grown Float is 
the term applied to the portion of bank reserves that results from the 
double counting of uncollected checks The total can and does vary con 
siderably, due to transportation tie-ups, long holiday weekends, or other 
seasonal factors The Fed must estimate and predict the amount of float in 
bank reserves if it wants to exercise a precise control over those reserves 
uncompensated changes in float can lead to sharp expansions and con- 
tractions of bank lending 2 

The United States Treasury is all by itself a potential bull in the china 
shop The flow of funds through Treasury hands, as you well know, is 
enormous, it is also bunchy rather than smooth and steady, with receipts 
heavily concentrated around tax due dates and those times when the 
Treasury is selling large issues of government bonds The Treasury uses 
the Federal Reserve as its banker, so that a check drawn on a commercial 
bank and deposited by the Internal Revenue Service draws reserves out 
of commercial bank reserve accounts The Treasury tries to compensate 
by depositing some of the funds received back into its Tax and Loan 

1 Because bank deposits are subject to different reserve requirements such a shuffling 
could alter the pattern of excess reserves and thus expand or contract the banking system 5 
ability to lend 

2 Individuals who write checks on nonexistent balances shortly before payday knowing 
that the checks will take several days to reach their bank are creating float tor their own use 
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Accounts at major commercial banks The goal is to keep the bull quiet m 
the chma shop the Treasury, in consultation with the money managers at 
the Fed, tries to exert a neutral effect on reserves so that they can be more 
easily controlled by those who are supposed to be in charge 

Another factor affecting reserves is foreign exchange an important 
topic that we 11 have to postpone to chapter 23 It s enough for now if you 
think about what happens when the authors send £40 to the journal 
Econonm in England for permission to reprint The Economics of a P 0 W 
Camp”— a bargain at that price as you 11 surely agree Their joint bank 
account falls by about $95 and an English account nses by £40 Our bank 
owes us less and some English bank owes Ectmmica more How was the 
English bank persuaded to add £40 to its obligations? It received compen- 
sation From whom? From our bank, to balance the $95 by which it 
reduced its liabilities to us The details don t have to concern us further 
But it should be dear that the transaction requires at some step thetrans 
fet of reserves out of the account of an American bank into the account of 
a British bank Foreign exchange, as we 11 see later on, can be a highly 
unsettling force on a domestic monetary system 

Controlling Reserves for Policy Purposes 

So far the play has been Hamlet without the pnnce of Denmark The 
time has come to introduce the Fed the central character, and its tools of 
monetary management The most powerful tool and the one that sets the 
stage for the rest is its authority to establish legal reserve requirements 
The Fed has been sliding those percentages around quite a bit m recent 
years, but its aim has been more to adjust certain relationships between 
banks than to stimulate or contract bank lending 1 * * Changes in reserve 
requirements are generally viewed by Fed officials as blunt weapons, not 
suitable for the dehate surgery that monetary management usually 
requires They prefer to take the reserve requirements as the framework 
and alter the volume of reserves 

How is that done 7 The briefest explanation is that the Fed creates and 
destroys reserves in the same way that commercial banks create and 
destroy money by increasing and reducing their loans 

The Fed can extend a loan to a commercial bank directly This is the 
second tool it uses to affect bank lending activity It does so by crediting 
the bank s reserve account and taking in return the bank s 10U or some- 
one else's 10U (a government bond, for example) that happens to be m 

1 Recall the paragraphs at the end of chapter 18 on the trial and error evolution of the 

United States banking system Variations m reserve requirements for different banks often 

make sense only if you re familiar with history 
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the bank's portfolio-just as a commercial bank lends to its customers by 
creating a deposit balance m return for an IOU This directly increases 
commercial bank reserves The interest rate at which such loans are made is 
called the discount rate It's a financial-page celebrity, because many people 
look upon it as a sign of current Fed policy It is probably m ore 0 f a symbol 
than a genuine rationing device, since the Fed is selective about the banks 
to which it will loan Official Fed policy is to accommodate special circum- 
stances rather than loan to any bank willing to pay the rate and to behave 
more like a Dutch uncle than a profit-seeking lender But that's what most 
people look for from a central bank 

The third and pnncipal technique that the Fed employs to control 
reserves is the purchase and sale of U 5 government securities This is 
also a way of increasing or reducing its loans, either to the United States 
Treasury when the Fed buys newly issued securities, or to previous pur 
chasers and holders of these securities The Fed currently holds a portfolio 
of government securities approaching a value of $100 billion When it 
increases its holdings by purchasing securities through driers m govern 
ment bonds, it writes checks for the amount of the purchases On its own 
credit These checks are deposited m commercial banks When the banks 
forward the checks to their Federal Reserve Bank, they are credited with 
additions to their reserve balances 

In short, the acquisition by the Fed of new earning assets (which is the 
same thing as the extension of credit to someone, whether commercial 
banks the government, or holders of government bonds) tends to increase 
commercial bank reserves by that amount And this, a$ we have seen 
enables commercial banks to increase their own Joans and thereby the 
money supply 

The entire process is reversible, of course The Fed can withdraw credit 
from member banks or sell some of the government securities already in 
its asset portfolio This results in a reduction of commercial bank reserves 
For example, when the Fed sells a $1000 government bond, the bond 
winds up in the hands of someone who pays the bond dealer with a check 
But the dealer in turn pays the Fed with a check, and th& amount of the 
check is deducted from the reserve account of the bank on which it is 
drawn That wipes out a portion of the total reserves of the banking system 


The Open Market Committee 

Federal Reserve purchases and sales of government securities, with the 
intent of changing commercial bank reserves and thereby affecting the 
money supply, are called open marlel operations This j s the principal 
working tool of monetary management A special committee, made up of 
the seven members of the board of governors and fiv e of the twelve 
Reserve Bank presidents, sits as the Open Market Committee andcontinu 
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Dusly determines the direction of monetary policy The question of the 
effectiveness with which the Open Market Committee and the Federal 
Reserve System manage the money supply has long been debated by both 
nends and critics of the Fed and by both economists and politicians 
There are two main questions One concerns the determination of 
lohcy Does the Fed set appropriate goals? The other concerns the exeni- 
lon of policy Does the Fed do an effective job of achieving the goals it 
ets for itself? The questions are related of course, because intelligent 
mlicy formulation presupposes a realistic assessment of technical capa- 
cities The football coach who orders a passing strategy when his team 
s two touchdowns behind m the fourth quarter is making a poor policy 
lecision if his quarterback has a rubber arm and all his receivers have 
jufterfingers Textbook accounts are often like football plays on the 
>/ackboard, both of them tend to gloss over problems of execution We 
mist not simply assume that the Open Market Committee automatically 
loes Good, or even that it succeeds all the time in achieving what it sets 
mt to do 


What Can the Fed Actually Control 7 

In reality, the Fed has no direct control over the money supply This 
hould be clear from our description of the process by which money is 
reated and destroyed in the United States The Fed holds the money 
upply on a leash and a somewhat elastic leash at that It can let out the 
2 ash— that is, pump additional reserves into the banking system-but 
xactly how or when this will affect the money supply depends on the 
esponses of the commercial banks and their customers IF they aren't 
training at the leash, eager to make new loans the Jeash may simply go 
lack when the Fed extends it the new reserves will not be fully used to 
a?. Vo odAfevnaJ JmciF And Jtbus rrfjteiddibnna] jcnney. Thp years from 
929 to 1939 provide the best example During that period, the total 
eserves of member banks increased from $2 4 billion to $11 5 billion, 
/hile their required reserves increased only from $2 35 billion to $6 5 bil- 
on In short, member banks in 1929 tended to hold only the reserves 
squired by law, they turned the rest of their reserves into earning assets 
nd hence into money, by lending them out But in 1939 banks retained 
eserves far beyond the legal requirement Almost 45% of the reserves held 
iy member banks at the end of 1939 were over and above the minimum 
’qmrements set by the rules and regulations of the fed From the stand- 
omt of the cautious and conservative banking community those legally 
ncommitted reserves were not exass reserves The very low interest rates 
n low-risk assets gave bankers little incentive to acquire them They 
referred to hold the reserves and hope for better opportunities 
One must be careful about deriving generalizations from the expen 
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THROUGH THE BALANCE 5HEET LOOKING GLASS 

You will acquire a surer grasp of the basic principles of mone- 
tary management if you trace through the effects of various actions 
both on the consolidated balance sheets of the Federal Reserve 
Banks and on the balance sheet of the Universal Bank (the single 
bank >ve introduced in the last chapter to represent the entire 
commercial banking system) 

The number preceding each entry on the balance sheets corre- 
sponds to the number assigned to the action as described below 
Notice that after each action has been completed the equality 
between assets and liabilities will have been maintained on each 
balance sheet 

1 The Fed buys $1D00 worth of new securities from the Trea 

r surv 

2 The government purchases $1000 worth of rubber cement 
from the Sanford Ink Company 

3 The Fed sells $5M> worth of government bonds, through a 

bond dealer, to the Sanford Ink Company I 

4 Sanford withdraws $100 m currency for the petty cash i 
drawer 

5 Universal Bank replenishes its vault cash by obtaining $100 ' 

of additional Federal Reserve notes { 

6 The Fed Joans Universal Bank $400 and takes as collateral ] 
prime commercial paper held by Universal Bank 

7 Universal Bank has acquired through all these steps $800 in , 
additional legal reserves and $400 in additional demand 
deposits If the legal reserve requirement is 20%, it has 

< $720 in excess legal reserves It Joans $720 to International 

Business Machines 1 

8 IBM pays $720 m taxes due to the federal government 

9 The government transfers $720 from its account at the Fed 
to its Tax and Loan Account at Universal Bank 

10 The government purchases $720 worth of rubber bands 

, from Elasto, Inc , with a check drawn on its Tax and Loan | 

, Account (We would merely be retracing the preceding Step 

if we had the government transfer the funds back to its Fed 
account before making the purchase) 

11 Universal Bank repays its $400 loan from the Fed 

12 The Fed lowers the legal reserve requirement to 20% (There i 
are no entries on the balance sheet corresponding to this 

1 action Why not? What consequences would you predict?) 


1 


their excess legal resenes to increase bevond ot tneir total resenes 
since the end of the Korean war And daring the last decade the ratio of 
excess legal to total resen cs has hung in the one half of l c a to 2 T o range 
while trending downward Since excess legal resenes represent foregone 
earning opportunities for banks we should expect the bvihs to be 



526 


Chapter Nineteen 


straining continuously against the leash-barrmg the kind of crisis of con. 
fidence that seems to have paralyzed a lot of economic activity m the 
1930s But even a little slack and small fluctuations in banks' holdings of 
excess reserves are enough to blunt the edge of Fed attempts to control 
the money supply with precision 

The leash analogy suggests that reducing the money supply may be 
easier than mcreasmg it After all, you can rein a dog in against his will 
(think of a Pekingese not a Great Dane), even though you can't make him 
leave your side just by giving him more rope There is some validity m the 
analogy But the leash of monetary control is, as we said earlier, a some 
what elastic one, so that even contractionary policy is less precise than 
people at the Fed would prefer By shifting the composition of their assets 
and liabilities in response to Fed pressure the commercial banks can 
resist efforts to bring down the money supply For example, banks might 
persuade some of their checking account customers to transfer a portion 
of their demand deposit balances into time deposits, on which the legal 
reserve requirement is much lower That wouldn't increase the reserves 
of the bank but it would increase the excess reserves by reducing the 
amount of legally required reserves 

The public itself has a large number of ways m which it can frustrate 
the intentions of the nation's money managers at the Fed Of course, no 
one sets out obstinately to deflect the course of monetary policy, single 
individuals, and even single institutions probably couldn't succeed m 
such an undertaking, anyway But people do respond to changing circura 
stances in ways calculated to secure their own best advantage Suppose, 
for example, that interest rates rise rapidly, as they did in 1973 and, after 
a brief fall, again m 1974 This could well reduce people’s willingness to 
hold money m the form of demand deposits, on which banks are legally 
prohibited from paying interest If a substantial quantity of demand 
deposits is shifted into savings accounts M, will fall But that won t be 
the end of the matter Since time deposits are subject to a significantly 
lower reserve requirement, the transfer of funds out of demand deposits 
will increase the excess reserves and hence the lending power of the com 
mercial banks As new loans subsequently increase, Mj will rise once 
more In short, a widespread decision to reduce demand deposits and 
build up time deposits is capable of causing the total of demand and time 
deposits to increase And such decisions might be made simultaneously 
by many people in response to changing conditions that the fed itself 
brought about 

Federal Reserve data reveal clearly that M t and M 2 are not rigidly con- 
nected And neither is rigidly connected to the variables over which the 
Fed has direct control reserves and reserve requirements We really 
should not be surprised to discover that the Fed often sets targets for itself 
that it subsequently misses by a large margin 



tact that the dog on one end o f the leash leu'alwavsm sign 1 o h«n? ie' 

on "he o*her end Tne Fed ob'ams regula* and *usonabh ami at** da* 
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to mate estimates the efore and tho c ° e c \ra‘ oc «o-ic*imes turr oJ to 
be wrong bva wide margin Tbesimp’e \ay tona-d ethisp obler \ ou’d 
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1 TECHNOLOGY AND THE MONEY SUPPLY 

In 1°"4 First Federal Saving* and Loan pf Lincoln, Nebraska 
concluded an agreement with a local supermarket chain that estab 
f ' hshed the nations first system of electron c branch banks Any 
customer of the Hmky Dinky supermarket chain who also mam 
' tamed an account with First Federal could pay for his groceries 
without currency check or credit card The grocery clerk used a 
small computer terminal to transfer the amount of the purchases 
from the customer s account into the account that Hmky Dinky 
i maintained at First Federal 

t Such electronic branches have been proliferating ever since A 
few commercial banks have stepped gingerly into electronic funds 
s transfer systems but savings and loan associations have been 
scrambling to get in The reason is simple S and La are not 
allowed to provide checking account service electronic funds 
transfer systems enable them partly to bypass that constraint By 
establishing a terminal at the point of sale they can provide a 
service much like a checking account and in some ways even 
superior And they can thereby attract a portion of the deposits 
that now go into checking accounts at commercial banks 
If government regulatory authorities do not intervene (and they 
are under great pressure to do so) electronic funds transfer might 
tn a few years take over much of the work currently done by 
demand deposits If savings and loan associations provide the 
service the public will begin to deposit in them a larger percentage 
of funds that now go into demand deposits And so deposits in 
nonbank thrift institutions will increasingly include highly active 
money If commercial banks provide the service they will prob 
ably allow consumers to transfer funds from bine deposits 
All of this will tend to change the relation between aggregate 
> expenditures and M] M, and M 3 and will compel economists 
and monetary officials to reformulate their definitions of the 
money suppty and of the targets at which monetary policy ought 
to aim 


supply? Should the Fed try to control only M, demand deposits and cur- 
rency held by the nonbank public? Or should the object of its control be 
M 2 or possibly M 3 ?‘ The case for concentrating on M 3 is that M, is the 

1 Fed officials have m f«em years begun to sugges that still more comprehensive 
measures of the money supply than M 3 might be the appropriate gauge for po) cymaiers 
to watch and two-digit subscripts for M have started to appear In their discuss ons 
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actual medium of exchange m (he economy it is whit we use in mat mg 
expenditures and aggregate expenditures ought to be the Fed s real con 
corn If aggregate expenditures exceed the capacity of the economic s) *lem 
to produce goods at the current prices prices will be bid up and inflation 
will result But if aggregate expenditures fall short of productive capiat) 
at current prices output may fall and the economy mi) slide into a 
recession However aggregate spending could well be more closely corre 
/ated with M 2 or M 3 if spending depends significantly on liquidity and 
people Viert all deposits in financial institutions as liquid wealth On 
which measure should the Fed focus? 

One way to answer that question might be to compare each measure of 
the money stock with the total of eacpenditurcs for that year and see which 
measure is most closely correlated with expenditures That s what we ve 
done m table 19A 

The dollar figures are (he money supply m Dumber of (lit preceding v nr 
Thus money supply data for December 1959 are listed with I960 on the 
assumption that the stock of money most likely to influence 1 °60 spending 
is the stock at the outset of the year This seems more plausible than using 
the average money stock over the course of 1°60 

The second column under each measure of the money stock shows the 


Tabic 19 A 




M, 



M 



M 





GNP \ 



GNP/ 



G\P/ 


Monev 

#» 

money 

Money 

°o 

monev ! 

Monev 


monev 

Vcar 1 

stock 

change 

Stock | 

stock 

change 

stock | 

slock 

change 

‘stock 

I960 

51434 


351 1 

$2109 


' 




1061 

144 2 

56% 

361 

2171 

2°4% 

210 

'141 

501% 

165 

1962 

248 7 

312 

377 

228o 

530 

2 45 

3365 

-O' 

J 6" 

1963 , 

1509 

148 

3°1 

2428 

621 

243 

3 / 2° 

788 

163 

1064 ! 

156 5 

3 71 

404 

25S 0 

663 

2H 

3®3 2 

8'j 

161 

1965 

1637 

4 60 

4 IS 

277 1 

703 

247 

426' 

8 42 

lol 

1°66 ! 

1713 

4 64 

4.38 

3013 

S73 

2-2° 

lo26 

852 

H 2 



2 39 

453 

3178 

548 

Z50 

1852 

4 89 

_J,6 

W8 

1 I860 

6o6 

4 62 ! 

34° 6 

1001 

247 

5326 

®77 

1 o2 

161 

I960 

i 2017 

7°2 

4 61 

3823 

9 30 

213 ] 

576 8 

fi 30 

1970 

' 208 7 

3 47 

468 

3922 

2d9 

24® 

o°35 

2°0 

I oS 

1971 

2Z1J 

o09 

176 

2253 

6J4 

2«$ 

1 6i2S 

S'! 


1972 , 

2353 

628 

4 °2 

47' 1 

1124 

24o 

727° 

13 2-1 


1973 

2558 

871 

06 

, 52o7 

11 12 

216 

srz 

fcO 0 

1 5 

1974 

2715 

611 

3 15 

572 2 

S85 

2 4i 


87o 



So rccs Board of Gomwok of the Tcdeni Re'cne Viera Burciu of Eaiwrn c In !v‘- 




530 


Chapter Nineteen 


different rates at which each increased, from year to year. The figures show 
the percentage increase over the preceding year. Thus Mj increased 56% 
from i960 to 1961 (More accurately, as explained m the last paragraph, 
this was the percentage increase from December 1959 through December 
1960) 

The numbers m the third column under each measure show gross 
national product for the year divided by the money stock We divided the 
money supply into GNP to obtain the numbers we're finally after, on the 
assumption that GNP is a good proxy for total expenditures There are, as 
you know from chapter 17, many expenditures that do not enter into the 
calculation of gross national product, but it's reasonable to suppose that 
total expenditures from year to year vary proportionately with GNP 

What do the data show? The relation between the stock of money and 
total expenditures is reasonably stable from year to year, no matter which 
concept of money we use The ratio of GNP to M, has been rising over 
time, but it has been nsing fairly steadily. The ratio of GNP to M 3 has not 
moved from year to year by more than 4%, the amount by which it fell 
from 1971 to 1972 But M 2 shows the most stable relationship to GNP 
smce 1960 The maximum deviations from the average value of 2 45 were 
a minus 257c (1960) and a plus 2% (1967) 

The Velocity of Money Circulation 

It will be easier to talk about this ratio if we give it a name Fortunately, 
it already has a name Those who study the relationship between the 
money supply and aggregate spending call it the velocity of money circulation 
or just velocity (It is sometimes called income velocity, because it is the velocity 
with which money circulates relative to expenditures for goods included 
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in the calculation of GNP ) It is the average number of times each unit of 
money changed hands to accommodate total spending on GNP 
The economic meaning of the veloc ty numbers becomes clearer if we 
look at them in a slightly different way In 1972 for example the public 
held currency demand deposits and t me deposits equal in total to % 45 or 
41% of total expenditures on GNP In 1973 when M 2 was more than $50 
billion greater than in the preceding year it was still about 41% of GNP 
Another increase of almost $50 billion m M 2 m 1974 failed to bring any 
substantial change m that percentage it continued to be 41% of GNP It 
certainly would appear that the public prefers to hold currency plus 
demand and time deposits equal to about 41% of expenditures on GNP 
Despite the sharply different percentage rates at which M 2 has increased 
from year to year since 1960 (ranging from 2 %% to 11%%) the public s 
holdings of M 2 have varied only between 40% and 42% of GNP 
Does it follow from all of this that the Fed can control the rate at which 
gross national product grows by controlling the rate of growth in M 2 ? 
Have we perhaps found a key to stabilization policy in this stable relation 
ship between M 2 and GNP? Matters are unfortunately not that simple as 
later chapters will show But several questions can be raised at this point 
even though we are not yet in a pos tion to answer them adequately In the 
first place would M 2 and GNP continue to be so closely correlated if the 
Fed set out consciously to use one as a means of controlling the other? We 
could have more confidence in the / tli re stability of that relationship if 
we had a satisfactory theoretical explanation for it In the absence of such 
a theoretical explanation we have nothing but an historical correlation 
and in human affairs we cannot always be certain that the future will be 
like the past One of our subsequent tasks will be to examine a possible 
reason for the relationship between total expenditures and the stock of 
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money and to see how much confidence we rc entitled to have in the $<ock 
of money as an instrument for controlling total spending 

But a more serious dilemma presents itself when we think about the 
composition of GNP GNP is equal to real output hmis the price level fa 
increase in GNP can therefore occur as a result of a decline m the | fVC ) 
of production and an increase in prices That’s exactly what did occur f r£ni 
1^73 to 1974 Gross national product rose by 8%, but it did so became a 
103°o increase in prices more than made up for a 2 2% decline in real out- 
put Inflation is hardly compensation for recession The ability to control 
the rate of growth in GNP will only be socially useful if it entails the ability 
to affect iffaraUlu the rate of real growth and the rate of change itr the 
price level 1 

The Ihtrd critical question concerns the technical and political t on . 
straints on the Fed s ability to manipulate or any other variable it sets 
out to control It's a gross oversimplification to suppose that the fed has 
a monetary brake and a monetary accelerator with which it adjusts the 
money supply as easily and surely as you slow down and speed up your 
car in traffic Monetary management may be more like driving a balky 
mule train which sometimes refuses to go and sometimes won't stop going 
even when firmly ordered to halt Let's take a closer look 


FORMULATING AND EXECUTING POLICY 

The problems of policy formulation facing the Open Market Committee 
arise from several sources The first is uncertainty about the current state 
of the economy HVwfV Auppemng to gross iraftarwi' proo'uctf, employ- 
ment, prices, exports and imports? It s not enough to have Information 
about what has happened-such information is never wholly accurateany- 
way, and it always arrives with a time lag If policy is to be effective in 
countering undesirable trends, policymakers must make good predictions 
about what iei/1 happen The point is obvious and should not have to be 
mentioned, unfortunately, the obvious is often easy to overlook, and 
stabilization policy is much too frequently discussed on the assumption 
that policymakers possess infallible crystal balls 

Political Constraints on Monetary Tolley 

A second set of problems arises from the fact that the monetary author* 
ities arc under continual pressure to pursuegoals that maybe incompatible 

1 Appendix 6 at the end of this book presents a statistical history of the 197-1-1975 
rrcrsslon which vmdty illustrates this d lemma 



The Federal Reserve and the Monetary System 


533 


with one another One such goal is the maintenance of an ' orderly market' 
for government bonds The phrase is in quotation marks because at times 
in the past it has really meant making sure that the Treasury can sell new 
securities when it wants to without depressing the price of government 
bonds Defiat spending by the federal government requires the Treasury 
to bid for funds against other borrowers, often on such a large scale that 
the borrowing exerts significant upward pressure on interest rates The 
Fed therefore, assumes responsibility for what it calls "even keel ' oper- 
ations whenever the Treasury is engaged in sizeable offerings of new debt 
The Fed Supplies additional reserves to the banking system at such times 
to help insure that the Treasury will find purchasers for its bonds without 
raising interest rates very much and squeezing out other borrowers This 
goal can conflict with the Fed's aim of controlling bank reserves to achieve 
stability of prices and production 

The Fed is also under continual political pressure to keep interest rates 
down Down to what? That s rarely made clear But lower interest rates are 
better than higher ones in the eyes of a lot of people with considerable 
political influence The view persists in some circles that hgh interest rates 
benefit bankers at the expense of small business firms, veterans and others 
who wish to buy homes, and ' little people ' generally Who would choose 
to side with the bankers in such an unequal conflict of interests 7 Tight 
money, credit scarcity, bad times for the building industry and the many 
people (from construction workers, contractors, and materials suppliers 
through realtors to cunentand potential homeowners) whose fortunes are 
tied up with that industry a falling stock-market average, reduced spend 
ing, more unemployment-these are all in the package of associated ills 
that people point to as evidence that the Fed is pursuing an unduly resin c 
five monetary policy And rising interest rates are the most visible indi- 
cator, the flashing red light which supposedly signals that the Fed is ' put 
ting the economy through the wringer or creating a credit crunch. The 
popularity of such metaphors is itself vivid evidence of the public attitude 
toward restrictive monetary policy 
Opposition to high interest rates (where 'high' often means no more 
than "higher than they once were ) reflects in part an inability to see the 
necessity of rationing This is coupled to some extent with hostility toward 
rationing by means of higher prices, an attitude we ve encountered previ- 
ously But in the case of interest rates the problem is compounded by the 
apparently widespread belief that high interest rates arise from a scarcity 
of money And mone ) , of course, is only scarce if the monetary authorities 
decide to make it scarce 

But high interest rates can be attributed to a tight money policy only 
under special circumstances In 1973 and 1974, for example, when the 
prime rate (the rate banks charge on their most secure loans) shot up to 



record Ms reading U r 3 in July of 1^74 and stying at that leu! mb 
October the cause wasdcfimtcl) r ‘tijhtmoncy The cjusctxjs the- expe- 
rience of motion and the general expectation of continued mlbtlon Many 
fnannal commentators nevertheless continued to equate high interest 
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rates with tight money and to take the 12% prune rate as incontrovertible 
evidence that the Fed was ' strangling" the economy by "choking off ' the 
supply of money and credit (Note the metaphors once again ) 

Nominal and Real Interest Rates 

It may well be that the Fed did not allow sufficient growth in the money 
stock in 1973 and 1974 The point here is only that interest rates m 1974 
were no l evidence of this fact We must look closely at the relation between 
monetary policy and interest rates if we are to avoid the fundamental error 
that many financial commentators committed m 1974 by usmg the prime 
rate (and other interest rates) as evidence of tight money When the Fed 
increases (he supply of money, the demand remaining constant, elemen- 
tary supply and demand analysis tells us that the price of money will fall 
That's correct Bid interest is no 1 the price of money' Confusion multiplies like 
mosquitoes in a mountain thaw when we think of interest as the price of 
money Interest rates can be thought of as the pnce of credit but the price 
of money is the value of money or its purchasing power Just as the pnce of 
strawberries is measured by the amount of money for which strawberries 
exchange, so the price of money is the amount of strawberries for which 
money will exchange, or the amount of pipe wrenches, baked beans, book 
ends, for which it exchanges 

When the Fed increases bank reserves as part of an easier money policv, 
banks are enabled to expand their lending Credit becomes easier to obtain 
and interest rates consequently do tend to move downward Another way 
of looking at it is to note that the Fed increases bank reserves by purchasing 
large quantities of government securities in the bond market This tends to 
raise the price of the bonds, and since bond prices are inversely related to 
their interest yields, we can say that it reduces the interest rate on govern- 
ment bonds To the extent that government bonds and other interest- 
paying assets are substitutes, the purchase operations of the Fed push all 
interest rates down The two ways of viewing the matter are complemen- 
tary and lead to the same conclusion easier money leads to lower interest 
rates At least momentarily 

But we must push the analysis further What happens to the new money 
created by the Fed when it purchased those bonds and by the commercial 
banking system when it used the addition to bank reserves to make new 
loans’ The increase in the money supply tends to increase aggregate 
demand If the demand for credit from investors, local governments, and 
consumers expands when aggregate demand grows, that will tend to pull 
mterest rates back up The net effect after a longer period of time cannot 
easily be predicted More importantly, if the expansionary monetary 
policy leads to an excessive rate of increase m aggregate demand, prices 
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may be beyond its capabilities The size of the money stock however 
defined is one target at which the Fed is asked to aim the level and struc 
tare of interest rates is an alternative target urged upon the Fed If changes 
in interest rates were always tightly correlated with changes in the money 
stock it would make little difference at which target the Fed chose to aim 
But as we have just seen the relationship between interest rates and 
changes in the supply of money is obscure and extremely difficult to 
Predict By concentrating on the stabilization of interest rates the Fed may 
destabilize the rate of growth in the money stock By concentrating on a 
stable rate of growth in the money stock, it may allow or even cause 
fluctuations in interest rates 

The published record of the Open Market Committee s policy direc- 
tives reveals that through most of the 1960s and to i lesser extent in the 
1970s, open market operations were conducted on the assumption that 
the Fed could and should exercise control over interest rates Those two 
convictions began to 6e less firmly Aefrf in the fate 1960s an d the focus of 
the committee s studies and directives came increasingly to be monetary 
aggregates bank reserves and outstanding currency which together are 
called the montlnnt (we and the stock of money measured by M-, and M 2 
But the published reports of the Committee continue to reveal uncertainty 
about the most approprnte strategy for economic stabilization 


Steady and Erratic Monetary Growth 

Some critics of the Fed befieve that this uncertainty is a major cause of 
the Fed s poor stabilization record over the years How poor that record 
has been is, of course, a subject of debate But one part of the record is 
cfear The money stock has grown over the years in fits and starts and not 
in the smooth way recommended by those who believe that fluctuations 
in the money supply are a major cause of fluctuations in real output 
Figure I9A shows what the critics are complaining about It graphs the 
annual percentage changes in M, and M 2 that were presented in table 19A 
To provide a more complete picture we also show the average federal 
funds rate in each year as an indicator of the level of interest rates 

Was money a stabilizing or a destabilizing force over this period? Could 
better monetary policy have produced less inflation over this period 7 A 
lower average unemployment rate 7 Even if the answers to the last two 
questions are affirmative does the Fed have the technical capacity and the 
political independence to design a better monetary policy 7 The issue 
of political constraints will be considered again after we have examined 
alternative views of the causes artd cures of inflation and recession But 
we do want to look more closely at technical problems m monetary 
management before going on 
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Figure 19A Pen.entage increase from year 
to year m M, aed M, and annual 
average federal funds rate 

The Conduct of Open Market Operations 


Open market operations are the Fed's day-to-day tool of monetary 
management Let's assume that the Open Market Committee has reached 
a consensus on policy Whal happens next? 

The real action begins with a domestic policy directive issued to the 
"Trading Desk" at the New York Federal Reserve Bank. 'Trading Desk" 
is the insiders jargon for the office of Manager of the System Open Market 
Account It is located in the New York Bank because New York City is 
the center of the country's financial markets Directives to the Trading 
Desk are released to the public about 45 day s after they're issued, at which 
time they make extremely dull reading 1 The assumption behind this pro- 
cedure is that the public has a nght to know what the Fed is up to, but that 


1 Prior to Apnl 1975, release was postponed for approximately 90 days 
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monetary base 


The momm br<eb the term u<ed to efesenoe fh° fofalofmem 
ber bank deposits with the Federal Resene ulus currency 1 eld In 
the public and in [he vaults of commeroa) ban} 5 (with certain 
mmor idfustments/ The monetary base is the variable that the 
central bankers can most directlv affect in thur efforts to control 
•■he nation s rtock of monr\ and through that the Wei of total 
pm ate spending As the chart belo v indicates hoi ever ability 
to control the monetar) base is not enough to secure accura e 
control over the mone) stock beevuse the relationship between 
them can and does van, \'o(i he slight dov.nv.ird drift in the 
multiplier for M, and the pronounced upward drift during 
this period in the multiplier tor M 



speculation would complicate the Fed s task if the public found out what 
the Fed was doing before it had finished doing it Perhaps the Fed prefers 
not to announce a policy target in advance for fear of embarrassment if 
it misses 

The directives are drafted by the Open Market Committee at its 
monthly meeting after staff reports have been made and the state of the 
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they are drawn the Fed will have reduced bank reserves as well as the 
aggregate stock of money It will also have applied pressure toward a 
further reduction in the money supply smee each dollar of reserves under 
the fractional reserve system is the basis for several dollars of demand 
deposit liabilities And all of this will make it a little harder for potential 
borrowers to obtain bank cred t 

But how much pressure will this action finally exert on the total banking 
system and ultimately on {he level of spending? That pressure depends 
on the responses of investors consumers local governments holders of 
financial assets and of course commercial bankers The courses of action 
they subsequently pursue will be determined by the way they assess the 
net advantages of many options Expectations are of crucial importance A 
reduction in interest rates will not stimulate spending on capital projects 
by those who take them as a sign of even lower rates m the near future 
Moreover people are more likely to borrow and spend if their outlook is 
optimistic While the actions of the Fed have some effect on private eco 
nomic forecasts thev hardly control them In a period of low confidence 
a great deal of monetary ease may be unable to induce much additional 
borrowing and spending Or the easy money policy may have to be con 
turned for a long time before it counters the prevailing state of pessimism 
77tc danger then is that the ample bank resenes created to spur expansion 
will be too ample for a period of optimism and that total spending will 
generate inflation before the Fed can reverse its polices A critical ques 
tion for monetary policy and one that extensive empirical inquiry has not 
been able to answer satisfactorily is the question of the time lag between 
a monetary action and its effects from first wave to final ripple 

The design and execution of monetary policy is still a difficult and 
uncertain art Scientific knowledge in this area will probably progress 
slowly enough to keep the life of central bankers interesting for a good 
while yet 


MUST MONEY HAVE 'BACKING" 7 

Throughout our description of money and the banking system we hive 
treated reserves as constraints upon the power of banks to make loans 
and thus to expand the money supply This seems to have ! f tie or noth ng 
to do with the concept of a i eserve fund-something that can be drawn upon 
in an emergency But legal reserves do not in fact perform a significant 
reserve function The reserve requirement is today primarily a control 
lever that enables the monetary authorities to adjust the stock of money 
in the hands of the public 
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financial Panics and Monetary Instability 

There was a tune when bank reserves were thought to be important 
because they would enable banks lo satisfy their depositors' demand fo* 
gold or currency Thus a bank was expected to keep in its vaults gold and 
currency equal to a certain percent of its liabilities as insurance against the 
possibility that depositors might suddenly want to make heavy wi*h 
draw a Is This system did not work well at all In normal times a bank 
would be holding Urge reserves seemingly to no good purpose But m 
times of panic when people began to fear that banks might be unab'e to 
meet depositors demands for cash, even very large reserves were likely 
to prove inadequate Banks tned to provide additional protection for 
themselves without holding a lot of idle, noneammg assets by maintaining 
deposits m other banks Interest could be earned on these deposits but 
they could also be withdrawn on demand to satisfyan unexpected increase 
m depositors demand for gold or currency However, this was no real 
solution when the public began to !o<e confidence in the banking system 
generally The New Wk banks where such interbank deposits were con 
ccntrated could not meet the demands on them when these demands 
started coming in from everywhere simultaneously 

The whole system was like a house of cards A rumor of trouble at t 
big bank could create panic among sm tiler banks holding deposits thwe 
If they rushed to withdraw their deposits the big bank would find itself 
with insufficient reserves If the word spread that some prominent bank 
might be unable to cover its liabilities, people would become suspicious 
of other banks and the panic would spread When banks could not redeem 
their liabilities they had to suspend their operations Each bank closing 
added to the pubhc'sanxicty and made additional runs more likely Mean 
while banks would attempt to strengthen their reserve positions in the face 
of the panic by calling and curtailing loans and by selling liquid assets At 
such a time everyone seemed to be demanding gold and currency- deposi 
tors who wanted to withdraw their money, banks faced with demands for 
currency and gold from depositors, business firms called upon to repay 
promissory notes or denied an extension of existing loans And as every 
one tned to sell off other financial assets to obtain gold or currency, the 
price of these assets fell Commercial banks that consequently found the 
dollar value of the assets they held falling below the value of their liabil- 
ities went bankrupt and had to close their doors This wiped out the money 
held by customers as deposits in those banks and reduced the money 
supply With the stock of money thus reduced and the economy in the 
throes of a liquidity crisis, the demand for new commodities and services 
also fell and precipitated a recession 

That pattern of events was repeated for the last time between 1929 and 
1933 Currency m circulation rose from S3 6 billion in 1929 to $4.8 billion 
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m 1933 butdem wd deposits fell from S22 8 billion to $15 billion reducing 
the total money supply from S26 4 billion to $19 8 billion a 25% reduction 
m the money supply* It isn t surprising that consumer and im estor expen 
ditures on new goods was cut ilmost in half between 1°29 and 7 933 from 
$934 billion to *472 billion 


A More Stable Banking Sjsiem 

But there hasn t been a financial panic m the United 5tates now for more 
than forty ) ears Whj not? What has changed? The answer has nothing to 
do with the level of bink reserves Bank customers no longer rush to with 
draw their deposits on every rumor of financial trouble because their 
deposits ire now insured bv the Federal Deposit Insurance Corporation 
If a bank doses for whatever reason its depositors can expect reimburse 
merit within a few days When the FDIC was established m 1°35 some 
critics argued that the premiums it charged banks to insure their deposits 
were far too low ind that it would go broke trying to pay off depositors 
when banks closed their doors But the very existence of the FDIC ended 
the phenomenon of bank runs and m the absence of runs banks no longer 
failed the way thev formerly did The FDIC premiums have thus proved 
more thin adequate And the institution of the FDIC has turned out to be 
probably the single most stabilizing reform of the 1930s 

Some credit must also go to improved procedures at the Fed since the 
1930s The Fed now understands clear!) that it has the responsibility to 
provide short term liquidity to the banking system without regard to the 
amounts banks happen to be holding as reserves Thus a bank today can 
meetanvdemandforcuirercy howeverJargc b\ obtaining additional cur 
rency from the Fed If the bank were to use up its ent re reserve balance 
the Fed would simply lend the bank additional reserv es tiking as collateral 
some of the lOUs in the asset portfolio of the borrowing bank Banks are 
granted access to this discount privilege whenever they ha\ e a legitimate 
demand for additional resenes and th shas unde the whole banking and 
monetary system more responsive to changing conditions and more resis 
tant to crises and temporary dislocations 

Ever) now and then prophets rise up to announce in Sunday supple 
menfs and somber tones that the economy is on the verge of another 1929 
We don t think vou should fake them too serious!) Even if the federal 
government were not as strongl) committed as it is to the maintenance of 
high employment and even if we had learned nothing at all about how to 
deal with depressions another collapse like that of the 1930s would be 
most unlikely For the banking and monetary system of the United States 
is today securely buttressed against the kind of collapse that did so much 
to aggravate fluctuations prior to the thirties and that contributed heavily 
to the depth and duration of the Great Depression 
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What about Gold? 

But hasn't something important been left out of all this? If reserves area t 
really reserves, what is it that provides backing for money? Doesn't money 
have to have some kind of backing? And where does gold fit m to the 
picture? 

The conviction that money must have ' backing" if it is to have value 
raises an interesting question What stands behind the backing b give it 
value? And behind the backing of the backing? But the whole set of ques 
tions is misdirected In economics, value is the consequence of scarcity 
And scarcity is the result of demand plus limited availability It is clear 
enough why there exists a demand for money it can be used to obtain all 
sorts of other things that people want, which is tD say that it is accepted 
as a medium of exchange The other part of the picture, limited availability, 
is taken care of more or less well by the monetary managers 

A commercial bank is solvent not because it has adequate reserves to 
back up its deposit liabilities, but because jt owns assets at least equal w 
value to its liabilities When First National makes a $1000 loan bycreating 
a new demand deposit this $1000 increase in the liabilities of First National 
is matched by a $1000 increase in its assets The new asset is the 10U it 
obtains in return for the loan A bank stays folmt by acquiring good 
quality assets in return for the loans it makes Its liquidity is protected by 
the FDIC and by the Fed which stands ready to discount the bank’s eligible 
assets and provide additional reserves to meet either increased with 
drawals of currency or adverse check clearing balances 

But what about the Federal Reserve Banks? We saw that the Fed can 
create additional money as well as additional bank reserves simply by 
writing checks on its own credit Do these checks have any ‘backing? 
Not in the sense most people have m mind when they ask the question 
l/ntd rather recently, federallaw did require that the Fed maintain reserves 
equal to a certain percentage of its liabilities The Fed's liabilities are pn- 
manly the sums deposited at the various Reserve Banks by member com 
mercwl banks, by foreign institutions, and by the Treasury, plus all out 
standing Federal Reserve notes The old law required the Fed to hold gold 
or certificates of gold ownership as reserves But to what purpose? The 
reserves were not available to anyone on demand, and the Statement on 
old Federal Reserve notes that they could be "redeemed in lawful money" 
at any Federal Reserve Bank was meaningless anyone turning notes in 
for redemption would simply be given new notes So the statement was 
finally removed from the face of the notes at about the same time that 
Congress agreed to drop the pretense that the Fed must itself be required 
to hold reserves 

The Fed's liabilities, like those of commercial banks, are balanced by 
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crediting it« reserve eecojpt nitn the amount of he deficient 
the Thaiwijle Bank bilances ifa* l, adding a further 521 CM to 
its liaodi ties to the Ted The bank continues to be both sols ent and 
adequately liquid 

How can the b’nk eliminate a mdebtedne s to ‘he Fed? If n 
sells to other banks Us entire holding ofgre erniren! secunfies it 
will acquire, fiem them *^9 000 «i addition' 1 ! reserves Tliat i ill 
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hard even to imagine how that might occur The liabilities of the Fed are 
the sums on deposit with n and outstanding currency Suppose these 
creditors demand payment What could that even mean? Federal Reserve 
notes are legal tender for afl debts pubhc and private”, the Fed can pay 
off its "debts'' by handing the creditor freshly printed "debts, ' which it 
can have printed at practically no cost 
A lot of popular thinking on the subject of money is still in the grip of 
vague notions about ' backing for money, of "ultimate" assets somehow 
"standing behind the money we use in everyday transactions These 
ideas are probably a heritage from the days of the gold standard But the 
United States is not on the gold standard (or any other standard) Ameri- 
can citizens have not had the privilege of redeeming their money in gold 
since the 1930s, and the last \estige of any real gold standard disappeared 
in the l°70s when the United States abandoned its commitment to 
redeem in gold the dollar holdings of foreign central banks If this fact 
causes you to doubt the value of vour currency or checking account you 
can easily shore up your faith by "selling your money to others You will 
find that they arc willing to take it and to give you other valuable assets in 
exchange 


Goiemmenls and the Value of Money 

The critical factor in preserving the value of monev is its limited avail- 
ability and confidence that the supply will continue to be limited Nature 
has made gold relatively rare It s up to the Fed to keep Federal Reserve 
notes and demand deposits relatively rare But some people have more 
confidence in the reliability of Nature than in the reliability of cental 
bankers and governments That is why some intelligent and well-informed 
people would like to see us return to a genuine gold standard, under which 
currency could be exchanged for gold at some fixed ratio It is not because 
they think that money must have backing but because they distrust gov- 
ernmental money managers If the government were required to maintain 
the convertibility of demand deposits into currency and currency into 
gold at predetermined exchange ratios, the limited availability of gold 
would severely restrict the government s power to increase the money 
supply 

As a matter of fact, governments have often especially in wartime 
created additional money as a way of financing expenditures without the 
painful necessity of openly levying taxes The consequence has usually 
been inflation, which is a more concealed but hardly a more equitable 
way for the government to finance its expenditures Urging a return to 
the gold standard would seem to be a counsel of despair, however A 
government so irresponsible that it must be temed in by gold would be 
most unlikely to adopt a gold standard or to keep the reins on when they 
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CmmNMENTS OLD AND MEV\ 

Could we col vp the problem of irrtspomille government 
mimgemcnt of the moncj suppN by return ng to i metallic 
standard 11 d using is ourmonctir) hist some c mmodity whose 
quantity is firmlj restricted b\ mlure? 1 hit w is the pnet ce i ^ 
1776 when Adam Smitl wrote the following 

Incur' county of the world I believe the vmco md 
tnjuUice of princes tnd sour ign shtes abismg the 
confidence of their subjects 1 nc b> degrees dimirt shed 
the ml quantib, of tntlil which hid teen ongu ally 
contwncd m the r co ns Bv meins of those operifionc 
the princes md sovereign states which p i ormed them 
were ernbkd m appemnet to pi\ their debts md to 
fulfill then tngaumenU with i smiikr quinti^ of s Ivci 
thin Would othirwhi hut bitn rtquisilc It wis indeed in 
ippemncc onl^ for thur cred tors weru ically defnuded 
of i pirt of what \ i due to them All other debtors m 
/lit stale wtre illowed the «ime privilege md m ght piv 
with the «ime nomn il s m of the i tw md debased com 
ivhiteicr Ihe* hid borrowed in the old Such opent oi s 
Ihcri/bre hue ilwns proved faionblc to the debtor and 
ruinous to the crtatlor md have somitimts produted i 
greater ind more umvcr«il rcvol lion in the fortunes of 
privUt persons than could It \c been occwoncd bi i ierj 
great public cihmily 

Whercthere s willontlepirtofsoveicigis i viyisusuilly 
found 


between income, expenditure deficits money and interest rates evolved- 
a way of thinking often referred to is the Ke} nesnn revolution That s 
the subject to which we now turn 

Once Over Lightly 

Commercial bank reserves are the pnmiry lever that the Fed uses in 
its efforts to control the money supply 
The Fed can control bank lending and money creation by altering iegal 
reserve requirements or by altering the dollar volume of bank reserves 
The Fed increases the volume of commercial bank reserves by extending 
credit It reduces reserves by withdrawing credit previously supplied 
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rate 

The Fed changes bank reserves more indirectly by purchasing govern- 
ment securities or by selling securities from its large portfolio If it pur- 
chases newly issued securities, it pays for them by crediting the Treasury's 
account When the Treasury draws on this account to make payments to 
the public, the Fed credit becomes reserves in the commercial banking 
system When the Fed purchases previously issued government securities 
from the public, it pays by means of checks drawn on its own credit, which 
become bank reserves when deposited 
The purchase and sale by (he Fed of government securities as a means 
of controlling the money supply or otherwise influencing financial markets 
is called open market operations Open market operations are the Fed's 
principal working tool in the conduct of monetary policy. 

There are major disagreements among competent authorities about 
the conduct of open market operations These disagreements reflect 
differences of opinion both about the proper goals for monetary policy to 
pursue and about the targets at which it should aim in pursuit of these 
goals Such differences of opinion have been difficult to resolve, because 
the chain of causal sequences with which the Fed must be concerned is 
long and uncertain at many points from data gathering to policy discus- 
sions to Trading Desk operations to reserve changes to movements in 
monetary aggregates and money market conditions to total spending And 
at the last there remains uncertainty about the way changes in total 
spending will separately affect output and the price level 
A key concept for understanding the relation between the money 
supply and levels of economic activity is the velocity of money circulation 
This is the average number of times each unit of money changes hands 
over a period of time Velocity declines when the public chooses to hold 
larger money balances and rises when the public chooses to reduce its 
money holdings relative tD its income or expenditures 
Reserves do not function today as backing for money but as constraints 
upon bank credit expansion and money creation The value of money 
depends not upon its backing, but upon its acceptability as a medium of 
exchange The monetary managers maintain the acceptability of money 
by restricting its quantity. 

The Fed contributes to monetary stability by helping the banks maintain 
liquidity under changing circumstances Improved Fed procedures for 
maintaining liquidity at desired levels and the establishment of the Federal 
Deposit Insurance Corporation have made the banking and monetary 
system of the United States far more stable than it was prior to the 1930s 
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QUESTIONS FOR DISCUSSION 

1 To an employee ibwkisaplace people ind activities But toan economist 
banks are often nothing but assets wd liabilities m motion Simplified asset 
and liability shtrmcnH arc given below for the Federil Resen e System and 
the Commercial Banking Svstem each viewed 's a single composite bank 

KDERAL RCSCRVt SYSTEM COM lERClAl 1 ASK SYSTEM 

Assets liabilities Assets Liabilities 


(it) Insert cadi ot the fblloi mg dollar imountsf n billions) into the appro 
prntc phee or places (Don t worry ibout the fid that assets aren t equil to 
liabil ties these ire only pirlnl statements of bank pos tions ) 

580 US government securities ovned by the Fed 
55 US government sccuntes owned by commercnlb inks 
3 US Treasury deposits with the fed 
21S Demand deposits owned b\ the public 
8 Federal Reserve notes m commcrcnl bint \ whs 
200 lOUs of customers who hive borrowed from commerc il banks 
2 Member bank borrowings from the Ted 
30 Member bank reserves on deposit u th the Ted 
65 Federal Reserve nolcs in the hinds of the public 
<1 Treasury tax and loan recounts at commercnl binks 

(t) How large is M,? 

(c) The public dec des to increise ts holding of currencv to 570 billion 
by reducing demmd deposits to 5210 billion How m fht this additional 
currency be supplied ind how vvoi Id that iffect he issel and liab lily com 
ponents above 7 

(if) What would be the effects of i Fed purchase of 52 billion in govern 
ment securities from the commercial banks 7 What would be the effects of 
i purchase from the n embanking public 7 
(r) Trace through the effects on various is r ets ind habvhties if the Treasury 
borrows in additional S5 billion from the Fed md subsequently spends that 
amount for goods purchased from the public What difference would it 
make if the Treasury borrow ed from the commercial banks 7 

(J) What would be the effect if the Treasury borrowed from the Fed and 
just kept the borrowed funds idle in its account it the Fed 7 Suppose it kept 
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the borrowed funds idle in its tax and loan accounts with the commercial 
banks? 

( 5 ) Where else could the Treasury go to borrow? What effects would >ou 
expect on the bank asset and liabil ty statements if the T reasury spent money 
after borrowing it from the nonbank public? 

■ 1 t- _ l 11 r r A «.a « l 1 


services purchased by the government come from? What would happen to 
pruxs? Do you agree that inflation is a tax' ? 

3 Many people worry about the sire of the national debt (We'll examine that 
concern in chapter 21 j The marketable debt of the Chifecf States govern 
m* n t (the savings bonds that many individuals own are not marketable 
because they cannot be bought and sold) currently stands at around $300 
billion Suppose the Fed a government agency bought up all the outstanding 
marketable government securities so that— m a sense-the government owed 
the debt only to itself How could this be done? What would happen as a 
result? 

4 You re the manager of a commercial bank and you want to increase your 
baiik s excess legal reserves Perhaps you currently have ntgnhvt excess 
rcserves-in which case your bank is borrowing from the Fed and the Fed 
may be putting pressure on you to remove that debt Or you may simply 
believe that your bank would be in a more advantageous position with a 
somewhat higher level of reserves What policies could you pursue to reach 
y°ur objective? What effects would these policies have on the banking and 
monetary system? 

5 Why does the Fed use open market operations as its principal tool of mone 
toiy management rather than changes in legal resene requirements? 

6 Why might the Fed find it easier to expand the money supply in a penod of 
Prosperity than in a period of falling output and rising unemployment? 

7 Thp r e were 14 333 commercial banks in the United States as of June 30 1974 
Ore third of these, or 4695 were national banks and therefore required to 
maintain membership in the Federal Reserve System Only 1068, or one- 
n| hth of all state banks chose membership m the 5ystem That was down 
fr°m one sixth of all state banks ten years earlier Do you thmk membership 
should be required for all banks? Ho w would you assess the political chances 
for such a proposal? 

2 Thg only practicable way to calculate the velocity of money circulation is 
fo tirade a measure of the money stock into some measure of total expendi- 
tures 

(a) Test your understanding of the velocity concept by thinking up some 
wa y by which it could be measured more directly 
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(h) Suppose you kept track for one year of ) our daily holdings of currency 
and demand deposits How could you obtain from these data a measure of 
your own personal contribution to the velocity of money circulation^ 

9 Examine the data in appendix 6 at the end of the book to see the difference 
between the rate of change in the money supply and the rate of change in 
real, as distinct from nominal, output and income What was the percentage 
change in M 2 from the first quarter to the fourth quarter of 1974? The per- 
centage change in nominal GNP? The percentage change in GNF when m ea- 
sured m dollars of constant value? 

10 When are interest rates "too high"? Why is it difficult for the Fed to control 
the level of interest rates? 

11 The text asserts that in the spring of 1975, most economic commentators 
were urging the Fed to increase the rate of growth in the money stock As 
Jong as they agreed m this policy recommendation, why would it matter 
whether the> disagreed over the effect this would have on interest rates? 

12 Does figure 19A provide any evidence on the question of how interest rates 
respond to changing rates of increase in the money stock? 

13 Why is it important to know not only how large an impact a change in the 
money stock will have on spending but also tibia this impact will occur? 

14 If it is not essential to the value of money that it ha\e 'backing' of some 
kind, why do so many people believe otherwise? 

15 What changes in the attitudes of commercial bank managers toward risk and 
m bank operating procedures would you expect to observe when the govern- 
ment assumes a substantial responsibility for preventing bank failures? Who 
is likely to gam and who is likely to lose as a result of such changes in bank 
operations? 

16 "Nature has made gold rare but people have made it scarce ' Explain 




THE KEYNESIAN REVOLUTION 
AND INCOME-EXPENDITURES ANALYSIS 


John Maynard Keynes was bom in 1833 and died in 1946. In between he 
made a modest fortune in the stock market, married a prima ballerina, 
edited the official journal of the Royal Economic Society, composed bril- 
liant biographical sketches, served as a Treasury representative at the 
Versailles peace conference, resigned that position to write a scathing 
attack on the treaty and its architects, was raised to the peerage as Lord 
Keynes, and helped design the international monetary system that was 
put into effect after World War 11. He did a great deal more as well, for he 
was a brilliant, versatile, and energetic man. Almost twenty years after his 
death he achieved the cover of Time magazine, not for any of these accom- 

and a second book written out of dissatisfaction with the first one. The 
second and far more famous book was The General Theory of Employment, 
interest and Money, 


ORIGINS OF THE GENERAL THEORY 

The General Theory, published in 1936, is by common agreement an 
obscure and in large part badly written book. The lucid and vivid prose of 
Keynes's biographical essays breaks through only occasionally in this, his 
best-known work and probably the single most influential economics 
book of the century. "What the General Theory Means" was a topic for 
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THE KEYNESIAN REVOLUTION 


AND INCOME-EXPENDITURES ANALYSIS 


John Maynard Keynes was bom in 1883 and died in 1946 In between he 
made a modest fortune in the stock market, mimed a prima ballerina, 
edited the official journal of the Royal Economic Society, composed bnl 
liant biographical sketches sened as a Treasury representative at the 
Versailles peace conference, resigned that position to write a scathing 
attack on the treaty and Us architects, was raised to the peerage as Lord 
Keynes, and helped design the international monetary system that was 
put into effect after World War II He did a great deal more as well, for he 
was a brilliant, versatile, and energetic man Almost twenty years after his 
death he achieved the cover of Time magazine, not for any of these accom- 
plishments but because of a book on money that ho had published m 1930 
and a second book written out of dissatisfaction with the first one The 
second and far more famous book was The General Theorv of Employment 
Interest and Monev 


ORIGINS OF THE GENERAL THEORY 

The General Theoru published in 1936, is by common agreement an 
obscure and in large part badly written book The lucid and vivid prose of 
Keynes's biographical essays breaks through only occasionally in this, his 
best-known work and probably the single most influential economics 
book of the century "What the General Theory Means ' was a topic for 
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made a modest fortune in the stock market married a prima ballerina, 
edited the official journal of the Royal Economic Society composed bril- 
liant biographical sketches, served as a Treasury representative at the 
Versailles peace conference, resigned that position to write a scathing 
attack on the treaty and its architects, was raised to the peerage as Lord 
Keynes, and helped design the international monetary system that was 
put into effect after World War II He did a great deal more as well, for he 
was a brilliant, versatile, and energetic man Almost twenty years after his 
death he achieved the cover of Tune magazine, not for any of these accom- 
plishments but because of a book on money that he had published m 1930 
and 3 fecond bwk atrilen of dissatisfaction wAb Ah? fast ■cw? The 
second and far more famous book was TJir General Theory of Employment 
Interest and Money 


ORIGINS OF THE GENERAL THEORY 

The General Theory published in 1936, is by common agreement an 
obscure and in large part badly written book The lucid and vivid prose of 
Keynes's biographical essays breaks through only occasionally in this, his 
best-known work and probably the single most influential economics 
book of the century ' What the General Theory Means" was a topic for 
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numerous essays and symposia after 1936, evidence both that its meaning 
was deemed important and that few were certain just what the meaning 
was Books and articles on what Keynes really meant are still appearing 
four decades after publication of the General Theory 
Sometimes we see more readily what a person is trying to assert if we 
understand what it is he's rejecting Keynes was convinced that the eco- 
nomic analysis in which he had been trained was incapable of diagnosing 
and prescribing a cure for depressions because its approach to the question 
actually assumed the problem away 


Disequilibrium and Equilibrium 

What do we observe in a period of depression or recession? Workers 
are unable to find jobs because employers are not hiring because products 
cannot be sold There is an imbalance, it would appear, between quantities 
demanded and quantities supplied A surplus exists or, in the language of 
the nineteenth century economists, an excess of supply. 

The economist's solution to a surplus is a lower price If workers cannot 
find jobs, it's because they're holding out for a wage th3t's above their 
marginal productivity, at some lower wage, all those who want work will 
be able to find it If producers cannot sell their entire output, it's again 
because they're asking too high a price, useful goods can always be sold 
at a sufficiently low price It's a matter of supply and demand A recession 
is simply a temporary disequilibrium It will come to an end when pnces 
and wages move to their equilibrium or market-clearing levels 
But there is a difficulty that the traditional curves of supply and demand 
conceal They overlook the question of the path to equilibrium Figure 20A 
shows a supply curve and two demand curves If for some reason demand 
falls from D, to D,, the price will presumably move from p, to p 2 Bui if 
won / jump thtre instantaneously Not even in the most competitive markets 
will a new equilibrium price be reached without a process requiring time 
and including step-by-step adjustments 
Through what process will the new equilibrium price of p 2 be reached? 
Let's make the reasonable assumption that suppliers continue for a while 
to ask pj when the demand falls to D 2 How would they even know the 
demand had fallen, after all, until they had tried for a time to sell at pj and 
found themselves unable to locate purchasers? But with demand at D 2 and 
the price still at p,, the quantity purchased will be q, The difference 
between q, and q 2 is the surplus in the hands of sellers and is an un- 
intended and unwanted addition to suppliers' inventories Eventually this 
surplus will lead to price cutting and a movement toward the new equi- 
librium, where the price will be p 2 , and the quantity q 3 will be both 
demanded and supplied Or will it? 



Usually, we just assume m the supply demand analysis of competitive 
markets an instantaneous jump to the new equilibrium after a change in 
one of the curves But when we do so, we're overlooking the actual process 
of adjustment and everything that might occur as a consequence of this 
time-consuming process What occurs in the case just described? For one 
thing, the gross income of suppliers is immediately reduced by the differ 
ence between q 1 X Pi and q 2 \ p } With their incomes unexpectedly 
reduced, suppliers (who are also demanders) may be compelled to reduce 
their own demands for goods As they do so they shift the demand curves 
for other products downward to the left creating for other suppliers the 
same situation they themselves encountered Moreover, as producers now 
find themselves with unintended additions to their inventories they will 
curtail production until inventories have been reduced This reduces the 
incomes of employees as it increases unemployment As the adjustment 
process follows the same course in one market after another declining 
incomes and declining demand may spread cumulatively through the 
economy 

Now go back to figure 20A With demand falling generally the new 
equilibrium of p 2 and q 3 may never be reached Before the price can reach pj, 
demand may fall even further as a consequence of the general, economy 
wide decline in sales output, employment, and income 

This is all much too simple of course, but it is surely no more so than 
the assumption that prices shift instantaneously to new market clearing 
levels whenever demand falls The simple description above at least calls 
attention to the fact that production, marketing the receipt of income, 
spending, and price changes all occur in a world characterized by uncer 
faulty, so that buyers and sellers whether of goods or labor, must search 
for a new equilibrium This inevitably takes time And so there will always 
be a period of disequilibrium before any new equilibrium is reached And 
that raises the questions which bothered Keynes 

How long will it take to reach a new equilibrium after the original one 
has been disturbed by a decline in demand 7 What prevents the reduced 
incomes during the disequilibrium period from causing a further and 
cumulative fall in demand? And why do we assume that the new equi- 
librium will be unaffected by what happens during the disequilibrium 7 


u 

2 



q, q, 

QUANTITY 


Figure 20A Paths toward e< 


Assuming the Problem Away 

In the General Theory Keynes wanted to replace the "classical" concept 
of the equilibrating process because it was not a process at all Its nssimp 
lion of perfect information guaranteed that all markets would always be 
in equilibrium find implied that unemployment or excess supply ms impossible 
No economic theorist prior to Keynes or since his time has actually 
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SEARCHING FOR ' EQUILIBRIUM 

’ A popular sequence m {he old silent comedy films had the hero 
' trying to balance a kitchen table by sawing a little off one leg then 

another then still another, always removing a bit too much and 5 
trying to correct it on another leg until he wound up with a coffee 

* table That s an illustration of how a final equilibrium can be t 

altered by the process of reaching equilibrium 

| Here's another simple example drawn from agriculture The j 
equilibrium price in the graph below would seem to be $3 But 
planting decisions are made in anticipation of prices that may not 
be realized Suppose that the quantity of com planted depends on 
last years price while the quantity demanded depends On this 
} year i price In Year One drought and blight reduce the intended 

11 crop of 5 billion bushels to an actual harvest of 4 5 billion The 

* price in Year One therefore becomes $3 50 Looking at that price ( 

in Year Two farmers plant for a harvest of 5 5 billion bushels j 

1 When they hit their target, the price falls to $2.50 So in Year 
Three fanners plant less com (and more soybeans or sorghum) 

In Year Three, the price rises as a result to $3 50 
In a world of uncertainty, where the right" decision depends 
upon correctly guessing what others are doing concurrently, "equi 
librium may never be reached Or it may only be approached 
after a long and costly groping process 



thought that unemployment is impossible or that equilibrium reoccurs 
instantaneously whenever it's disturbed But Keynes believed that the 
equilibrium oriented and essentially timeless analysis which dominated 
economists' thinking prevented them from formulating an adequate theory 
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of changes in total output and income They had no theory of recessions 
for the ruling theory assumed them away The challenge he set himself in 
the General Them was to "escape from habitual modes of thought and 
expression and from old ideas "which ramify, for those brought up as 
most of us have been into every comer of our minds He wanted to con- 
struct a theory that would explain the phenomenon of recession by taking 
into account the consequences of uncertainty and the processes of adjust- 
ment over time That was the origin of income expendilmes analysis 


INCOME-EXPENDITURES ANALY5I5 AN INTRODUCTION 

Keynes employed two new concepts to express his ideas in simple 
theoretical form One was the propensity to consume {now more often called 
the rtWHmjifKw fttntim), the other was the multiplier 

The Consumption Function 

We can best approach income-expenditures analysis by asking what 
determines consumers' demand for goods The answer is far more factors 
than we can begin to enumerate but one of these factors is surely con 
sumer income Keynes maintained that if we deal with nil consumers 
together, we can confidently expect to observe a stable relation between 
aggregate income and aggregate consumption He called this relation the 
propensity lo consume Moreover, we can confidently state the normal shape 
of this function, he argued, on the basis of introspection and evervday 
facts of experience People increase or decrease their consumption as their 
income increases or decreases, but not b> as much as the change in their 
income Let's sec to what conclusions this leads 

Picture first a vervsimpie economic system without government, foreign 
trade, or investment All demand is therefore consumer demand and all 
the income generated by production goes to consumers Because produc- 
tion responds to demand, consumption expenditure determines output 
The economy can be viewed as the simple system of circulation shown in 
figure 20B Consumption expenditures are exchanged for consumer goods 
in the lower loop In the upper loop, income is provided to consumers in 
exchange for productive services The system is in equilibrium when the 
value of the flows in the top loop equals the value of the flows in the bottom 
loop For an inequality in either direction must lead to changes in the rates 
of flow If the income that producers pay for productive services exceeds 
the expenditures consumers make for goods producers won't be able to 
pay as much income to consumers in the next round of circulation If 
expenditures exceed income, on the other band income will increase as 




Iflft T*\? *s i orcv&to produces* expand uiskp«& wd pusdusi wm produces* sesws* to <to 

(low system so Only when the flows exactly match each other is there no incentive 

toward change 

The Multiplier 

What happens now if something occurs to jar the system 3 way from 
equilibrium? Let s suppose that consumption expenditures decline be 
cause consumers suddenly decide to hold on to a portion of their income 
Fewer goods will now flow to consumers But producers will subsequently 
find themselves holding excess mventories of goods and they will curtail 
production As a result they will be purchasing fewer produce services 
from consumers and so income will decline 
But the concept of the consumption function asserts that consumption 
expenditure vanes in the same direction as income And so consumption 
expenditure will experience a further decline Producers will consequently 

reduce output again which will further reduce consumer income this will 
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again reduce consumption expenditure, and reduced consumption expen- 
ditures will again lower production 
Where will the process stop? On the assumption Keynes made about 
the shape of the consumption function, the process will not continue 
indefinitely Recall that consumption increases or decreases as income 
increases or decreases, but by a smaller amount Suppose that for every $1 
change in income, consumption demand changes by 75c We can then 
predict that an initial reduction m demand wdl lead eventually to a reduc- 
tion m income and consumption four times as large The multiplier m this 
case is four 


The Marginal Propensity to Consume and the Multiplier 

The multiplier is the ratio between the eventual change in income and the initial 
change in demand that caused income to change How do we know it would have 
a value of four in the circumstances just described? The logic is exactly 
the same as that used with the "money multiplier" in chapter 18, relating 
changes in the money stock to changes in bank reserves Assume an initial 
decline in consumption of $64 Income will fall by $64 as a result Con- 
sumption will then fall again by (75) $64, or $48, reducing income by 
another $48 This will cause a reduction of consumption by ( 75) $48, or 
$36 The cumulative total of all the successive declines in income will be 

$64 -f ( 75) $64 + { 75) z $64 + { 75) 3 $64 + { 75) 4 $64 + + ( 75) n $64 

or 

$64 + $48 + $36 + $27 +■ $20 25 + $ 15 1875 + $11 390625 + 

which approaches a total of $64[1/(1 - 75)] as n becomes infinitely large 
Since J.//J - 75) is 4, the multiplier will be 4 when the marginal propen- 
sity to consume is 75 The marginal propensity fo consume is the term Keynes 
applied to Ihe ratio of the change m consumption expenditure to the change in income 
By means of these two concepts-the propensity to consume and the 
multiplier-Keynes linked aggregate demand and aggregate supply m a 
different kmd of equilibrium analysis In domg so he provided a theoretical 
framework that could explain both (1) the cumulative character of eco- 
nomic downturns and revivals and (2) why a decline or an upturn, once 
begun, did not continue indefinitely 


SAVING AND INVESTMENT: THE PUZZLE 


But hasn't something crucial been overlooked? When income is constant 
and consumption declines, as we assumed at the beginning in the simple 
case just described, something else must immediately rise by the same 
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amount Income not spent for consumption goods is income saved What 
happened we might ask, to that initial increase in unspent income or 
saving? Did it just sit idly in cookie jars, checking accounts, or savings 
deposits? Did it have no effect at all on the multiplier process and the 
movement of the economic system to its new equilibrium beth een aggre- 
gate demand and aggregate supply? 

Investment and Saving Before the General Theory 

Economists have always known that a portion of consumer income is 
saved and not spent for consumption goods But they have also known 
that consumption is not the total of all expenditures for new goods Even 
leaving out, as we shall continue to do in this chapter, government and 
international trade, the public also purchases investment goods Part of the 
demand for new production is a demand for capital goods 

As we pointed out in chapter 17 the distinction between capital goods 
and consumer goods cannot be drawn precisely Capital goods are defined 
as produced goods used to produce future goods But that actually de- 
scribes every useful good that gets produced In the national income and 
product accounts, however a clear distinction is drawn Capital goods 
include (l) producers' durable equipment, (2) producers' buildings, 
(3) producers' inventories, from stockpiled raw materials through goods 
in process to goods completed but not yet sold, and (4) residences The last 
is added to what is otherwise an exclusively producers' list because the 
purchase of a house results m a flow of services extending far into the 
future The income and product accounts classify government expendi- 
tures separately, largely to avoid the difficult problem of distinguishing 
those government expenditures that are investment from those which 
should be classified as consumption However the distinction is finally 
drawn, it's a useful one And it's necessary as a complement to the dis 
tinction between consumption and saving 

Why, we might ask, would anyone choose to save a portion of his 
income rather than use it to obtain goods that will provide present satis- 
faction? The answer is that people are to some extent future-oriented and 
want to provide for future satisfaction That can be done by saving- by not 
consuming the entire amount of current income If savings are effectively 
invested, the stream of future satisfactions will be larger than it would be 
if savings were merely allowed to accumulate in the form of unused money 
hoards As long as there are Investment opportunities available that offer 
the prospect of a positive net return, it makes little sense to save and not 
invest Many of the "classical ' economists whom Keynes criticized were 
so convinced of the absurdity of saving and not investing tha t they identified 
saving with investment "No one saves but to invest " "The portion of 
Income that is saved purchases labor and commodities just as surely as 
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that which is said to be spent " "No one was ever so ab surd as to assume 
that saving will be hoarded " And notice what this implies A decline in 
consumption will not trigger any cumulative decline in output and income, 
because a decline in consumption is a nse in saving saving is always 
invested, and investment expenditure must therefore nse by just enough 
to compensate for the decline m consumption expenditure 

Did the "Classical" Analysis Make Sense? 

At first glance all this seems an affront to common sense People do 
sometimes save without investing and surely without investing right 
away Some saving does get hoarded for short periods of time at least 
Income that is saved may be placed m a bank savings account to accumu- 
late interest, but until it is borrowed by someone who wants to spend it, it 
will nof purchase "labor and commodities hi what world were the authors 
of those statements living? 

Their problem was the habit of analyzing the phenomena of savmg and 
investment m that timeless world without uncertainty that we criticized 
earlier, a world in which any imbalance between supply and demand 
produces an instantaneous change jn relative prices and all markets are 
cleared They reasoned that if the quantity of savings supplied is greater 
than the quantity demanded by investors, the two quantities will be 
brought to equality through some combination of changes in the rate of 
interest and changes in relative prices 

The following argument tnes to present their case in a simple way 
Consumption plus saving by definition equals income, and income mea- 
sures the supply of output at market prices Consumption plus mvestment 
is the demand for output at current prices If consumption plus saving is 
greater than consumption plus investment, (he quantify of' gooa’s being 
supplied is greater than the quantity being demanded al current prices and 
so the price level will fall Not all prices will fall, but the pnces of the 
particular goods in oversupply will fall, causing the average of all pnces 
to decline, until the quantity demanded just equals the quantity supplied 

The trouble with this argument is that it assumes the problem out of 
existence It postulates a system of prices so flexible and rapid in its adjust- 
ments that everything produced will always be sold If that were the case, 
real output and income would never have to make any adjustments in the 
face of a declining demand The problem, however, is to understand why 
real output and income do fall, a theory that explains why they will nol fall 
is hardly what we're looking for 

When we examine the actual processes of producer adjustment to an 
inadequate demand, we observe something quite different Suppose that 
producers anticipate total sales of $500 billion, they consequently produce 
$500 billion of goods and generate $500 billion m income Consumption 
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EQUALITIES IDENTITIES AND 
EQUILIBRIUM CONDITIONS 

The equality between saving and investment that plays such a 
central role in income expenditures analysis can be a source of 
confusion if the different kinds of equality are not Carefully 
distinguished 

Actual saving and actual investment are equal in our model by 
definition of the terms we re using 

total output = total income 
total output - consumption purchases 
4- investment purchases 

total income consumption purchases + saving 
Necessarily then 

investment purchases = saving 

All four of the equalities listed above are identities wheh 
means that the equality is entailed by the definitions of the terms 
The equality sign in such cases is often written with three lines 
rather than two to indicate that the terms are equal by definition 
We don t look at any empir cal data to see whether total output 
really does equal total income if the data we re using prov de 
different totals we assume that errors occurred m measurement 

The definitions used m the model are not arbitrary however 
They rest upon some real world relationships Individuals and 
soc eties will either use their current income for current consump 
hon or reserve it for the future which means that they will either 
consume their income or save it They will utilize current output 
either to provide current services or to provide services m the 
future which means that they will either consume it or invest it 
The definitional equality or identity- between saving and invest 
ment rests upon the recognition that saving and investment are 
different sides of the same phenomenon namely the income or 
output that is not currently consumed but assigned instead to 
future use 

The classifications used in national neome accounting similarly 
reflect the fact that investment is constrained by the supply of 
saving and thatall saving is invested m some fashion Even income 
converted into currency and placed under the mattress has from 
the standpoint of the mattress stuffer been invested He has 
refrained from present consumption m order to have money 
avalable in the future He has therefore made an investment even 
though it earns a zero rate of return if the purchasing power of 
money does not change and a negative rate of return if inflation 
occurs 
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The equality between mteiided saving und w ended investment 
is not an identity it is a to iditm of e jmhbrnm Think of two wash 
tubs with a connecting hibe at the bottom Will the mtei levels in 
the two tubs necessarily be equal? Not iJivaj? If an add) ioimJ 
bucket of water is poured quickly into the tub on the nght the 
water level will be higher there than m the other tub But water 



will immediate!) begin flowing through the tube from the tub on 
the right to the tub on the loft and w 11 continue flowing until the 
levels are again equal We can say then thit equality of th» water 
Ie\ els is an equ librium condit on because jf the water levels ire 
not equal they will change m both tubs until they are equil 
The equality between intended saving ind intended investment 
is similarly an equilibrium condition because f they are not equal 
intended siving will adjust until it is equal to intended m\ cstment 
In the case of the tubs the divergence in pressure is the equalizing 
or equilibrating mechanism in the case of intended sav ng and 
investment changes m income push intended saving tonard 
equality with intended investment 


was expected to be $450 billion, and investment expenditures were 
expected to absorb the remaining $50 billion of output But consumers for 
some reason cut back their expenditures to $440 billion and thereby auto- 
matically increased their savings to $60 billion Since it is altogether 
unlikely that investors will want to purchase those undemanded $10 
billion of consumer goods producers will find themselves holding $10 
billion of unintended inventories Additions to inventory are one component 
of total investment so total investment will in fact be equal to saving at 
$60 billion But $10 billion of that is unintended investment And it will have 
an effect on future output and income Producers will curtail production 
laying off workers and reducing their demand for other resources, m an 
effort to bring their inventories down closer to the preferred level 
The classical economists had another argument to fall back upon The 
interest rate as we pointed out m chapter 12 expresses the relative values 
of present and future goods At lower interest rates future goods become 
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AMOUNT OF SAVING INVESTMENT 

Figure 20C The classical theory of 
interest-rate determination 


more valuable relative to goods for present consumption That's just 
another way of saying that the demand for capital goods increases as the 
interest rate falls, or that the rate of investment expenditure varies 
inversely with the rate of interest But interest is also the return on saving 
and the rate of saving varies directly with the rate of interest If intended 
saving increases by $10 billion with no increase in intended investment, 
the interest rate will fall As it does so, savers will choose to save less, and 
investors will want to spend more The interest rate will continue falling 
until the intentions of savers and investors are brought into balance 

If we reiect the hypothesis that the "classical" economists were utterly 
foolish, we must conclude that when they identified saving with invest- 
ment they were asserting what would be true at equilibrium By assuming 
that adjustments from a disequilibrium to an equilibrium position occur 
through instantaneous price adjustments or, what comes to the same thing, 
by ignoring the processes of adjustment, they could assert that saving must 
always equal investment 

An Alternate Perspective 

Keynes's attack upon this way of looking at the question took two forms 
(1) a different theory of interest, and (2) a different description of the 
process by which saving and investment are brought into balance Once 
again, his attempts at theoretical reformulation stemmed from his recogni- 
tion of the fundamental importance of uncertainty, of lags and resistances 
ip the processes of adjustment to equilibrium, and of the factors that can 
intervene to shift an equilibrium position before it is reached 


The Theory of Interest 

The preceding discussion of the interest rate was cast in terms of the 
supply of and demand for loanable fund* We can place the interest rate on 
the vertical axis, the dollar amounts of saving and investment on the hori- 
zontal axis The willingness of income receivers to save, and to save more 
at higher and less at lower interest rates, yields a supply curve sloping 
upward to the right The demand for those funds from potential investors 
will slope downward to the right, because capital goods are more valuable 
at lower interest rates The market interest rate is then determined by the 
intersection of supply and demand curves 

Keynes had a number of objections to that way of viewing the matter 
He doubted that saving depended in any stable or predictable way on the 
rate of interest Surely the interest rate was not as important a determinant 
of the rate of saving as was income Remember that an increase in people's 
desire to save is a reduction in consumption, that a decline in consumption 
reduces income, and that the multiplier process can greatly magnify the 
effect that such a change will have on income Any effect that changes in 
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the interest rate might have on saving could easily be swamped by changes 
in income And was the level of aggregate saving positively correlated with 
the interest rate even when considered in isolation? Some might save more 
at the prospect of a higher return, but others might save less, since at a 
higher rate of interest a given future income could be obtained from a 
smaller nest egg All in all, the interest-having connection was an extremely 
weak link in the classical argument 
As for investment, Kevnes agreed that it w ould increase at lower interest 
rates But investment also depended, and depended more fundamentally, 
on the state of investors' expectations And that, m his judgment was one 
of the most volatile and unstable elements in the economic system It 
depended not only upon the careful calculation of expected returns from 
\anous branches of production, but al«o upon speculative fancies and the 
general state of business confidence "In estimating the prospects of invest- 
ment," Keynes wrote, "we must have regard, therefore, to the nerves and 
hysteria and even the digestions and reactions to the w cather of those upon 
whose spontaneous activity it largely depends ' In a period of dismal 
expectations, such as might be brought on by the prospect of recession, 
even a zero interest rate might not be low enough to maintain an adequate 
level of investment Figure 20D expresses thesituation Keynes had mmmd 



Figure 20D 'Equilibrium' at i 
interest rate 


A Monetary Theory of Interest 

With the link between the interest rate and saving and investment deci- 
sions thus radically weakened if not severed altogether, Kevnes required 
an alternate explanation of the forces determining the rate of interest 
What he proposed was a monetary theory of interest The rate of interest 
was determined by the relationship between the supply of money and the 
demand for money The quantity of money the public wanted to hold varied 
inversely with the interest rate Monev is demanded, we know, because 
liquidity is valuable But at higher interest rates, the opportunity cost of 
surrendering liquidity tends to be overcome by the opportunity cost of 
holding onto money (losing the return from ownership of interest bearing 
assets) The monetary' authorities can control the rate of interest, Keynes 
argued, by adjusting the stock of money along the public's demand curve 
for money, as in figure 20E 


Saving and Investment Intentions versus Outcomes 

But the major thrust of Keynes's counterproposal was his alternative 
explanation of the process by which aggregate saving and investment are 
equated His explanation was constructed by means of the two new con- 
cepts already introduced the marginal propensity to consume (along with 
its complement, the marginal propensity to save) and the multiplier 





A Graphic Model of the Saving Investment Income Relationship Figure 20F Cir u! r fo o r 

Perhaps the easiest wav to grasp the kevrestan model of the saung 
imestment income relationship is by means of a graph like figure 20G 
S represents the propensity to save or savings function It shows intended 
saving as a function of income represented bv the let erY (V\h\ the let er 
Y ? Its simply a tradition that ke>nes originated The le*ie 1 had been 
appropriated b) mvt'tmn ) I represents ntenoed investment which i 
assumed in this simple case t of to vary with income The equilibrium lev el 
of Y will be $800 billion because that is the onlv level of ^ that alio vs 
intended saving to be equal to intended inves ment 
Let s use figure 20G to calculate the nev equilibrium level of Y if 
intended investment decreases bv 520 b llion If line I i<= redra vn ^20 
billion lower it intersects line 5 where 't is $720 billion Sotheequihbnum 
level of income would be S720 billion rather than ^$00 billion if intended 
investment were $80 billion rather than 5100 billion 




Figure 20 G The intentions 
of savers and investors 
determine Y 


The Marginal Propensity to Save and the Multiplier 

The multiplier in figure 20G must be 4, because an initial spending 
change of $20 billion caused an ultimate change in income of $80 billion 
The value of the multiplier quite obviously depends on the slope of the 
line S If S had the steeper slope of the broken line A Y would fall only to 
$760 billion m response to a $20 billion decline in intended investment 
and the multiplier would be 2 If 5 had the flatter slope of the broken line B 
the multiplier would be 8 a $20 billion decrease in intended investment 
would cause a $160 billion decline in income 

The slope of the line 5 is the ratio of the change in saving to the change m 
income And this defines the marginal propensity to save We saw earlier that 
the marginal propensity to consume determined the multiplier, the marginal 
propensity to save is simply its complement The marginal propensity to 
save plus the marginal propensity to consume necessarily equals one, 
becauseadditional income must be either saved or consumed by the defifli 
tions we re using The multiplier will in fact be the inverse of the marginal 
propensity to save one divided by the marginal propensity to save 1 


1 Sine* MPC + MPS t MPS st - MPC The multiplier is 1/(1 — MPC) which is 
the same a; l/MPS 
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INCOMh EXPENDITURES ANALYSIS 

and rnr income and product accounts 

Which item or items m the income u d product uco mb pre 
sentecf in chiplcr 17 correspond*- to Y which i\e ire calling tohl 
Income or ouhat 7 bma in in tssuming in ihi< cl apfcr (h it all 
siting is doneb} hou ehold consumers ho ire lyionngundistnb 
uted corporate profits md cipital consumption vllinvinccs But if 
we ignirc the setting -wide of income to co\er depreciation of 
capital (hi) ch is r iving) no mu>t also lgnon the expenditure of 
thlt uitonic to rcplicc or restart cipitil equipment (whch )« 
investment) Investmcn sis defined abo\c as tie total of pro 
ducers expenditures for ran buildings and equipment expendi 
lures for new as dtnfnl buildups md cinngcs in business 
inventories Tint is more ucuritei} known is c/e s imestmcnt 
Nil investment is the sime tohl minus iipihl con uniption illow 
jnces Under these wirmpfiorti. nd w (h givemmuit expcndi 
turcs left out of the picture the sum of eonsumpt on expenditure*' 
wd net inve tment is nr( i ic d j»nf cl 

In the ibsena of government there are no hxc ortnnsferpay 
ments indnUnitjo/Hlprodt/cfbccomevidenticiliv thdisposiblc 
income Since disposible income is < qua) ‘o consumption txpen 
diturcs plus sivmg net mtionil prodi ct aho equils consumpt on 
plus saving In suinman 

consumption (nc ) investment - net nitioi i! product 
net mt oml product = disposable income 
dbposiblc m tme - consumpt on saunj 
(\cl) mvcslmint = suing 

Actual swing md rf i I investment must be cquil But ut i del 
saving md i lade! investment mvv differ from each other The 
income and product accounts do not of c< urge register intentions 
they only shorn hit his ictmllv occurred They do however 
measure the viriibies tint form the crucial rehtionships in 
income expenditures in !v is consumption nnd swing in reli 
(ion to disposable income ind change*- in business inv entones in 
relation to output ind expenditures 


Implications of the Keynesian Model 

All this is mechanics, however what we want to understand is the 
significance of the approach Keynes proposed is an alternative to the 
saving-investment relationship He rejected the view that if savers elect 
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to increase their rate of saving or investors decide to reduce their rate of 
investment, interest rates and other prices will change to bring actual 
saving and investment into equality and thereby prevent the recession that 
would have occurred if total demand had fallen short of total output and 
income 

Instead, Keynes argued, an attempt by savers to save more or by 
investors to spend less causes a recession, and it is the recession that brings 
the desires of savers and investors into balance Any gap between savers 
plans and investors' plans will translate itself into a cumulative change in 
income that will continue until saving has been adjusted to investment 

Go back to figure 20G and the original equilibrium with V at $800 billion 
Then assume that income receivers decide to be more thrifty and to save 
something more than the 5100 billion they're currently laying aside out of 
income Suppose they collectively decide to save $120 billion That would 
be shown on figure 20G by shifting the S curve upward so that saving is 
$120 billion rather than $100 billion when Y is $800 billion If we assume 
that the marginal propensity to save (the slope of the savings function) 
remains unchanged, and draw the new S curve, it will intersect I where Y 
is $720 billion 

What has happened? The attempt by savers to save more than the $100 
billion investors were willing to invest caused a recession It initially 
created $20 billion of unintended investment in the form of undesired 
additions to business inventories That in turn caused a reduction in out- 
put and hence in income When the recession had reduced income to $720 
billion savers were indeed saving a larger percentage of their income- 
then original intention But the income out of which they were saving had 
fallen by so much that the total amount of saving was no greater than 
before It was still equal to the total of original intended investment 


Aggregate Demand and Total Output 

All of this can be expressed by means of an alternative statement of the 
condition for an aggregate equilibrium consumption expenditures plus 
intended investment expenditures must equal total output or income 
Consumption plus actual investment must always be the same as total 
output Consumption plus investment purchases cannot be less than out 
put, because any unsold output becomes investment, it is considered to 
have been purchased by its producer as an addition, willing or unwilling, 
to inventory Could consumption plus investment be greater than output? 
There is obviously no way to purchase more of this year's output than 
was produced this year, but it is certainly possible for consumers and 
investors to purchase everything produced this year plus some of the out- 
put left over from previous years If this occurs, however, inventories are 
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being reduced and a decline in inventories is negative investment The 
amount by which the total of consumer and investor purchases might 
exceed current output will necessarily be equal to the amount by which 
net inventories are reduced this year, or the amount of negative investment 
that occurs When this negative investment is subtracted from total 
investor purchases consumption plus investment will necessarily equal 
total output 

Intended investment and consumption are another matter, however If 
consumption plus intended investment is less than total output, some 
unintended investment or unintended addition to inventories has occurred 
Producers will respond by reducing output just as they would have wanted 
to increase output if unexpectedly large purchases had reduced their inven- 
tories below desired levels A reduction in output reduces income and 
causes consumption to fall As a result consumption plus intended invest- 
ment will once again fall short of total output, and this will prompt further 
production cutbacks The multiplier process will continue in this fashion 
until actual output has fallen to the level of consumption plus intended 
investment 

We can use the same kind of graphical analysis as in figure 20G to 
present this version of the equilibrating process Since income minus 
saving is by definition equal to consumption we can derive the corre- 
sponding consumption function from the saving function of figure 20G It 
is labeled C in figure 20H We've drawn a line through the graph to mark 
off all those points at which expenditures on the vertical axis equal income 
on the horizontal axis The vertical distance between the consumption 
function and this reference line shows the level of saving at each level of 
income 

The investment function has been added to the consumption function 
to show aggregate demand at various levels of income It lies 5100 billion 
above the consumption function and is labeled C + I The equilibrium 
level of income emerges as 5800 billion, because that is the only level at 
which consumption plus intended investment will equal total output or 
income 

If consumers now decide to spend $680 billion rather than $700 billion 
(or to save $120 billion rather than $1 00 billion), the consumption function 
and hence the C + I line will shift downward by $20 billion The result 
will be a new equilibrium at $720 billion At this level of income and only 
at this level of income, consumption plus intended investment will equal 
output The $20 billion change in expenditures causes a change of $80 
billion m income the multiplier is 4 Notice that saving will not be at the 
originally intended level of $120 billion The decline in income will have 
altered the intentions of consumer-savers so that they now want to save 
only $100 billion 



Figure 20H The intentwu of Each way of stating the equilibrium condition, asS = I or as C + 1 ~ Y, 

consumers and investors has some advantages The formula that intended saving must equal 

determine Y intended investment focuses attention on a crucial contention of income- 

expenditures analysts equality between intended saving and intended 
investment will not be brought about by adjustments in interest rates and 
relative prices, but by changes in total income and output The fact that 
any inequality between intended saving and intended investment is evi- 
dence of a disequilibrium does not prove, as the classical theorists main 
tamed, that recessions will quickly correct themselves On the contrary, 
Keynes argued, it is recession itself that brings about the new equilibrium 
We chose this way of introducing income-expenditures analysis m order 
to focus on the difference between the Keynesian position and the older 
pomt of view 

The alternative way of putting it, that consumption plus intended invest- 
ment must equal total output, has the advantage of being easier to grasp 
intuitively Everyone understands that production decisions respond to 
demand If buyers do not want to purchase everything that has been pro- 
duced, producers reduce output, if buyers want to purchase more than has 
been produced, producers find it m their interest to expand output Pro- 
duction is undertaken in anticipation of demand, and rises or falls as 
realized or actual demand exceeds or falls short of expected demand 



How Valuable Is the Act of Saving? 

It has long been a fundamental tenet of economics that a nation's income 
and wealth grow roughlv in proportion to the growth in its stock of capital 
Investment is the process that adds to the capital stock A higher rate of 
investment therefore means a faster rate of economic growth, a more rapid 
rise in national income and a speedier improvement in living levels But 
what determines the rate of investment? The classical answer was the rate 
of saving There is no way for a society to produce capital goods except bv 
withdrawing some of its resources from the production of consumer goods 
In effect, those who save abstain from current consumption and either 
purchase capital goods themselves or turn over their income to others who 
purchase capital goods Without saving there can be no investment (If 
investment is financed by borrowing from abroid foreigners must do the 
saving ) The incentive to save must therefore, be presen ed and extended, 
according to the classical argument, because it is the root cause ohocnl 
progress 

In the concluding chapter of the Qmttal Thtorv Keynes speculated on 
the social consequences toward which acceptance of hts theory might lead 
He thought it might well reduce society s traditional reluctance to interfere 
with the distribution of income This reluctance was largely based on the 
argument of the preceding paragraph plus the assumption that wealthy 
people save a larger percentage of their income than poor people do Any 
attempt to improve the lot of the poor by redistributing income from the 
nch therefore runs the risk of eventually making the whole society poorer 
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The surer route to improving the lot of the poor lay through the encourage- 
ment of saving And that argued against any redistribution of income in 
the direction of greater equality 

The "Paradox of Thrift" 

Keynes's theory cast doubt upon this line of reasoning by suggesting 
that the desire to save might actually retard investment and economic 
growth At least m industrially developed and affluent societies, an increase 
in "thrift" would reduce aggregate demand and so lower the actual rate of 
investment and hence the rate of economic growth This argument came 
to be known as the "paradox of thrift " 

To illustrate the operation of the paradox, let's revise the graph of figure 
20G Instead of assuming that intended investment is constant, let's assume 
that it vanes directly with income Investment decisions depend upon 
expectations of profit, these expectations are formed in part by expecta- 
tions of growth in total income, and changes in current income may be 
regarded by investors as a clue to future income levels Let ' s assume, there- 
fore, that investment spending increases or decreases as income increases 
or decreases, and by an amount equal to l / 8 of the change in Y 
In figure 201, the curves of saving and investment determine the equi- 
librium level of Y at $800 billion Note that the marginal propensity to 
save is still % but that the marginal propensity to invest is now % rather 
than zero (as in Figure 20G) Now we introduce an increase in thnftiness, 
just as we did before the public decides to save $120 billion rather than 
lust $100 billion out of an income of $800 billion We show that decision 
by raising the curve S $20 billion all along its length The two curves will 
now intersect where Y is $640 billion At the new equilibrium level of 
income, saving and investment will, of course, be equal, but they will have 
fallen by $20 billion An increase in the desire to save actually caused a 
decline in both saving and investment This is the "paradox of thrift " 
What happened? The rise in the savings function triggered a cumulative 
decline in income But with intended investment spending also dependent 
upon the level of income, that decline pulled down investment, and the 
decline m intended investment then added its own impact to the cumu 
lative process that savers had initiated In this kind of world, a concern for 
maintaining the incentive to save would seem to be absurd The situation 
calls (or an increase m spending, not m saving A higher level of saving mil 
appear of its own accord as income rises if some way can be found to stim 
ulate spending and thus the level of income and output 
But now we've begun to discuss the policy implications of the General 
Theory Before we can do that, we must introduce government spending 
and taxes into the income-expenditures model 
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Once Over Lightly Figure 201 The paradox 

When conditions of demand or supply change busmess firms and 
sellers of productive resources do not immediately make perfect adjust 
ments Because information is a scarce good in an uncertain world they 
must search for the pattern of resource allocation that will be most advan 
tageous under the altered circumstances This takes tune and entails 
learning through mistakes 

Traditional equilibrium analysis has usually abstracted from time and 
uncertainty by assummg that demanders and suppliers instantly and 
faultlessly adjust their behavior when change occurs In such a world 
recessions would be impossible Prices would always be at market clearing 
levels and all resources would always be employed to their best advantage 
Income-expenditures analysis provides an alternative way of viewing 
adjustments between aggregate demand and supply, based on the con 
cepts of the consumption function and the multiplier 
If expenditures for new goods unexpectedly decline so that producers 
are unable to sell at current prices as much as they had planned to sell 
producers accumulate unwanted inventories Then response is not to cut 
pnees but rather to reduce output in an attempt to bring inventories back 
down to desired levels But when output is reduced the incomes of pro- 
ducers fall Keynes postulated a consumption function according to which 
consumption changes as income changes but by less than the change in 
income And so consumption also declines when output is cut back 
This decline m consumption leads to further disappointments for sellers 
who agam find themselves with excessive inventories of goods They 
reduce production further which reduces incomes once more which 
causes an additional decline in consumption expenditures 
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The multiplier in income expenditures analysis is the ratio between the 
eventual change in income and the original change in expenditures that 
triggered it The value of the multiplier depends upon the rate at which 
consumption changes as income changes, or upon the marginal propensity 
to consume (change in consumption divided by change in income) The 
eventual change m income will be equal to the initial change in expendi- 
tures times 1/(1 - MPC) where MPC is the marginal propensity to con- 
sume Since the marginal propensity to consume plus the marginal 
propensity to save equals one, the multiplier can also be stated as 1/MP5 
In a simple model from which government activities and business saving 
are excluded, consumption plus (net) investment equals net national 
product Consumption plus saving equals disposable income, which, m 
the absence of business saving, taxes, and government transfer payments, 
is also equal to net national product Saving and investment therefore 
must be equal But this is only true of actual or realized saving and investment 
Intended saving can be quite different from intended investment 
The "classical ' theory assumed that any divergence between intended 
saving and intended investment would cause changes m the rate of interest 
and in relative prices that would bring the plans of savers and investors 
back into balance The Keynesian theory asserted that, in an uncertain 
world, interest rates and relative prices would not perform this equih 
brating task, or, at least, would not perform it quickly enough to forestall 
the operation of an alternative equilibrating mechanism Under this 
mechanism, the rate of production changes in response to any divergence 
between intended saving and intended investment This causes a change 
m income, which in turn causes savers to revise their intentions Income 
and output continue to fall (or rise) until the economy is in aggregate equi- 
librium, or until intended saving is equal to intended investment 
In the "classical" view of things, saving was what made investment 
possible In the Keynesian view, investment also makes saving possible 
The critical problem in a developed and affluent economy, Keynes sug- 
gested, is not that of providing incentives to savers so that investment Can 
take place and economic growth can continue The problem is more likely 
to be one of providing incentives to investors so that the level of output 
and income can be maintained and recession avoided 


QUESTIONS FOR DISCUSSION 

I On an economy be at equilibrium if much of its industrial capacity is 
standing idle and a large percentage of its labor force is unemployed? Is 
that a question about fact ora disguised argument about the proper way to 
use the concept of equilibrium? 
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2 Suppose that demand For the goods listed below turns out to be less than 
producers anticipated so that the goods already produced cannot all be sold 
at current prices What consequences would you predict in the case of each 
good? Would prices or production levels be likely to fall first? How long 
will the sequence of adjustments take? 

{a) automobiles 

(!i) beef cattle 

(c) secondary school teachers 

3 Is it true as Keynes assumed in describing the consumption function that 
people increase their consumption as their income increases but not by as 
much as the increase m their income? Does consumption m one period (a 
month for example) depend upon income in that particular period? Would 
you expect a salesman receiving a highly variable monthly income to vary 
his consumption as his income \anes? 

4 Explain in your own words what is meant by the multiplier How does the 
multiplier depend upon the consumption function? If every increase m 
spending increases incom e and every increase m mcom e increases spending, 
wouldn t the ultimate effect of any initial change in spending be infinitely 
large? Why not? 

5 The text presents two theones of the interest rate One explains the interest 
rate as a product of the supply of and the demand for loanable funds the 
other as a product of the supply of and the demand for money 

(a) What is the difference between loanable funds and money? 

(b) Do the two theories have significantly different implications? 

6 If saving suddenly and unexpectedly increases unintended investment will 
rise by enough to keep actual saving and investment equal 

(a) What form does this unintended investment take? 

(b) What further consequences will this unintended investment have? 

(c) Suppose that saving suddenly and unexpectedly decreased Would that 
be capable of creating a temporary inequality between saving and invest 
ment? Explain what might occur 

7 (n) How are the marginal propensity to consume and the marginal pro- 
pensity to save related? 

(b) How is each related to the multiplier in income expenditures analysis? 

8 Does investment depend upon saving? Can investment occur if there has 
been no saving? What are the real differences between the older view that 
investment could only be maintained by maintaining saving and Keynes s 
view that a high rate of investment was a precondition for a high rate of 
saving? 
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9 Does the paradox of thrift imply that saving is an antisocial act and con* 
sumption an act that benefts soc ety? 

10 Increase your familiarity with the graphic analysis employed in figures 20G 
20H and 201 and the interrelationships these graphs try to summarize by 
answering the following questions 

In figure 20G 

(a) What would be the new equilibrium level of Y if intended invest 
men! increased to $130 billion 7 

{h) What would be the value of the multiplier? 

(r) Jf $300 bilhon is the full employment level of Y, could Y increase 
by such a large percentage? How? 

(d) Equilibrium occurs when intended saving and intended investment 
are equal How might Such i sudden and unexpected 30% increase in invest 
ment force actual saving to be larger for a period of time than the amount of 
income which savers want to hold out of consumption? (Hint How would 
investors obtain command over the capital goods they want to accumulate?) 

In Figure 201 

(<?) What is the value of the multiplier? 

(t) Why is it larger than indicated by the formula for deriving the 
multiplier from the marginal propensity to consume? 

In Figure 20H 

(a) What is the level of saving when income is $640 billion? When it is 
$800 billion? 

fb) Y’Jhat is the numerical slope ol the consumption function? How is 
it related to the slope of the saving funct on graphed in f gure 2 QG? 




INCOME - EXPENDITURES ANALYSIS 
AND FISCAL POLICY 


To the classical economists whom Keynes criticized the ability of an 
economic system to produce goods and provide jobs was determined by its 
stock of capital As saving increased investment could be increased the 
stock of capital enlarged and employment opportunities expanded 
Keynes did not deny that argument but he did deny its relevance to the 
economy in which he lived The modern problem as he saw it was to 
make fuller use of already existing capacity Increasing the capacity of the 
economy was a problem of secondary importance An increased propensity 
to save would not expand employment On the contrary it would be an 
added threat to full employment because it would be a more difficult chal 
lenge for investment to fulfill The actual level of output and employment 
was determined by the willingness of investors to spend ill that the public 
wanted to save Recessions came about because the propensity to save in 
conditions of relatively full employment was greater than the demand for 
new capital 

Moreover the demand for capital Keynes believed was highly unstable 
Some of the arguments he put forward on behalf of that thesis are no longer 
convincing but the thesis is inherently plausible and it can be supported 
with historical data Investment spending is typically oriented to a more 
distant future than is consumption spending Changing expectations 
about the course of future events will therefore have a larger impact on 
current investment decisions than on consumption decisions Investment 
expenditures also tend to be highly postponable One can make do with 
present buildings and equipment for a while or take advantage of favorable 
circumstances to acquire new buildings and equipment ahead of schedule 
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Investment spending is therefore more likely to be bunched than is 
spending on consumer goods and especially on nondurable goods 
When the unpredictability and instability of investment spending is 
inserted into the income-expenditures model of chapter 20 the implica- 
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tions are disturbing Income and output are not likely to increase steadily 
over time as society adds to its stock of capital equipment On the contrary 
the economy will be exposed to periodic increases and decreases m the 
rate of investment spending that will be transformed through the multi- 
plier into large fluctuations m the level of income Moreover, what is lost 
m the downturns will not be recovered in the upturns A downturn leads 
to idle resources-high unemployment in the labor force and unused 
physical facilities The output thus lost is gone forever and includes any 
additions it might have made to future productivity But the waste of 
potential output is of lesser importance than the suffering that a down- 
turn imposes upon the workers who lose their jobs and upon new entrants 
to the labor force who cannot find adequate employment opportunities 
during a recession A subsequent upturn will not make up for what has 
been lost 

Nor may we take for granted that every upturn will be an unmixed 
blessing If spurts in investment spending trigger a cumulative expansion 
that carries aggregate demand beyond the economic system s productive 
capabilities prices will rise and the economy will undergo inflation The 
policy question to which Keynes was addressing himself-and those who 
knew him have testified that he never devised a theoretical concept with 
out having m mind a policy apphcation-was whether the economy must 
submit itself to an endless recurrence of expansions and contractions 
Were there ways to correct or compensate for the destabilizing effects of 
private investment decisions? 

The focus m this chapter will be upon fiscal policy and its potential 
applications to the problem of recessions Keynes did not believe that fiscal 
policy was only applicable in periods of recession or that it was the only 
stabilization tool the government had But income expenditures analysis 
was developed in the depths of the Great Depression and was based 
largely upon reflections on the problems of recession and unemployment 
Its instantaneous success among large numbers of economists was unques- 
tionably related to its apparent applicability to those particular problems 
whose urgency in the 1930s would be hard to exaggerate And it did in fact 
lead to a preoccupation with fiscal policy, at least among economists, that 
pushed alternative or supplementary stabilization policies off the stage for 
almost a quarter century 

THE GOVERNMENT BUDGET 
IN AN INCOME-EXPENDITURES MODEL 

Fiscal policy is hudgel policy Every organization or individual with abudget 
has a budget policy a way of managing receipts and disbursements to 
achieve certam goals In the narrower sense in which the term is now 
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usually employed, however, fiscal policy means specifically the employment by the 
federal government of expenditures and taxes to influence the aggregate level c>f tco 
nomte activity 

We can incorporate the government s budget into income-expenditures 
analysis in either of two ways One Is to regard taxes as a leakage similar to 
saving, and disbursements as an injection similar to investment, and re- 
write the equilibrium condition as follows Intended saving plus taxes 
must equal the total of intended investment plus disbursements by govern- 
ment (This must include federal, state and local governments ) Or we can 
add government purchases of final goods to the purchases of consumers 
and investors and restate the equilibrium condition Total output or 
income must equal the sum of consumption expenditures, intended invest 
ment, and government purchases of commodities and services 


A Formal Model 

Ordinary language is a very clumsy tool when we try to provide even 
the simplest summary description of the interrelationships among all our 
variables once government has been introduced into the picture faxes 
create a difference between net national product and the disposable income 
on which consumption and saving decisions depend, so that the marginal 
propensities to consume or save will now have to be expressed as func 
tions of mcome after taxes Since taxes will themselves vary with the level 
of economic activity, they ought to be expressed as a function of income 
rather than as some constant amount If we allow investment expenditures 
to vary with income, as we did in Figure 201 and the accompanying discus- 
sion we have another variable that can't be treated as a constant lfl our 
analysis A further complication arises if we want to treat government 
transfer payments separately from other expenditures, and we probably 
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ought to do tint because transfer payments do not create a direct demand 
for output as do government expenditures for commodities and services 

Algebra was created for just such situations Because the algebra used 
will be of the most elementary hind the letters numbers and equations 
which follow should not intimidate an>one We 11 use algebra to put the 
picture together and to discover the principal implications of the theory 
A few minutes spent m mastering the relationships that the equations 
describe will enable \ou to think about md discuss the issues of stabili 
zahon policy far more sure!} *.nd confidently 

Step one Let s define all the symbols \\e 11 be using 

Y = total income or total output 
C = the consumption function 
S a the saving function 
1 = the investment function 

G — government expenditures for commodities and services 
{government transfer payments are not included) 

Tx = taxes 

Tr = government tnnsfer payments (payments not made for 
services currently being rendered unemployment 
compensation socn! security benefits general welfare 
assistance veterans benefits etc) 

Yd = Y - Tx + Tr = disposable income 
(also C + S by definition) 

Sleplwo We set down the conditions for an equilibrium What we want 
to do with all these letters is put them together to see how the equilibrium 
level of total income is determined and how changes m one variable will 
change others We can state the equilibrium condition in either of hvo 
ways 

1 Y=CtI+G 

(aggregate output or income = aggregate intended 
expenditure^) 

2 S + Tx = l + GiTr 

(intended deductions from the income expenditures flow 
= intended injections into the income expenditures flow) 

Step three If we now assign appropriate numerical values we can solve 
for the equilibrium value of Y But we won t want to run through the entire 
set of equations each tame we change a number so we shall first solve for 
Y in a general form Consumption expenditures will be some constant 
amount plus the marginal propensity to consume times disposable income 
We 11 treat intended investment government purchases and transfer pay 
ments as constants And taxes will be assumed to vary with total income 

Letting c,j represent the constant amount in the consumption function 
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and ^ the marginal propensity to consume, C ~ c 0 + c m Yd If t stands for 
the tax rate, Tx = tY We can now proceed as follows 

y^c+i+g 

Y = (c„ + c m Yd) + I + G 

Y = c 0 + c m (Y-Tx + Tr) f I + G 

Y = c 0 + cJY~tY + Tr) + 1 + G 

v = C 0 + c„Y - c m tY + c m Tr + 1 + G 
Y - c m Y + c„tY = c„ + c„Tr + I + G 

(1 - + c„t)Y = c. + + I + G 

Y = (^Tu) (Ct + C ” Tr + I + G) 

Lets try it out with some numerical values, all representing billions of 
dollars Assume that investors want to spend 140 while government pur- 
chases 300 of commodities and services and disburses 100 in transfer pay- 
ments Let taxes be 25Y and let the consumption function be 120 + 8Yd, 
Then 

I * 2— = 1 = 25 

1 - c m + c m t 1-8+2 4 

and 

Y = 2 5(120 + 80 + 140 + 300) 

Y = 25(640) 

Y = 1600 

We can now calculate the equilibrium level of disposable income and 
of consumption expenditures 

Yd = 1600 - 400 + 100 + 1300 
And so, at equilibrium 

C = 120 + 8(1300) = 1160 

Checking our results, we find that Y does equal the total of C, I, and G 
1600 = 1160 + 140 + 300 

Are our results consistent with the alternative equilibrium condition, 
that saving plus taxes be equal to the total of intended investment, govern- 
ment purchases, and transfers? If 

C = 120 + 8(1300) 
then 

S — —120 + 2(1300) 

S = 140 
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The equilibrium condition is 

S + Tx = I + G + Tr 

Inserting the values already obtained, we get 

140 + 400 = 140 + 300+ 100 
540 s 540 

There are two ways to get hung up m the mechanics of all these equa- 
tions One is to be intimidated by the algebra The other is to become 
proficient with the algebra and forget that it is intended as a simplified 
description of the interactions that determine total output and income 
Master the algebra to clear the way Then you'll be ready to consider the 
potential implications of all this for policymaking 


The Government Budget and Full Employment 

All we know about that $1600 billion income is that it's the equilibrium 
level under the conditions given But is that level of income and output 
consistent with full employment and price stability? 

As we know from chapter 16 full employment is extraordinarily hard 
to define in a way that is neither meaningless nor misleading As a first 
approximation, however let's just assume that we know what we mean by 
full employment, that we can measure it satisfactorily, and that it s achieved 
with total income and output at a $1600 billion level Any increase in aggre- 
gate demand that pulled income above that level would therefore cause 
inflation The nominal value of mcome-its value measured in current 
dollars-would increase But if we assume that real output and income 
cannot be increased beyond the full employment level any increase in 
nominal income above $1600 billion would mean that the price level had 
gone up 1 * * 

If aggregate demand falls short of $1600 billion on the other hand, 
unemployment will appear What would occur, under these circumstances, 
if a sudden wave of pessimistic expectations swept the economy and 
intended investment fell by $16 billion 7 It isn't necessary to run through 
all the calculations again We can see at a glance that with I equal to $124 
billion instead of $140 billion 

Y = 2 5(624) 

Y will consequently decline from $1600 billion to $1560 billion How will 
that affect the other variables that are dependent on the level of income 7 

1 Since full employment however defined is a matter of degree we should not expect 

the price level to remain completely stable as income approaches the full employment level 

or anticipate no increases in real output after that point has been reached 
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Taxes will decline to $390 billion Disposable income will therefore 
decline to $1270 billion Consumption will fall to $1136 billion, and saving 
to $134 billion 

Let s compare the original values and the new values of all the variables 



Original Value 

New Value 

I 

140 

124 

Y 

1600 

1560 

Yd 

1300 

1270 

C 

1160 

1136 

s 

140 

134 

G 

300 

300 

Tx 

400 

390 

Tr 

100 

100 


Saving you should notice, is no longer equal to investment But with 
government m the picture, it does not have to be equal to investment The 
total of saving plus taxes must be equal to the total of investment and 
government expenditures plus transfer payments And it is When 
Y = $1560 billion the government is running a deficit of $10 billion, and 
this compensates for the $10 billion by which saving exceeds investment 
The total of government expenditures and transfer payments is $10 billion 
more than tax revenue 

Most of us have learned to think of deficits as Bad Things and evidence 
that someone is trying to live beyond his means But note what would 
happen in our model if the government tried to get rid of the deficit Any 
increase in tax rates will reduce disposable income and hence consump 
tion, driving total income even further below the full employment level A 
decrease in government expenditures will also reduce aggregate demand 
and trigger further declines in total income And as income falls, tax 
revenues will also decline 

Suppose the government reduced its expenditures by $10 billion in 
response to the budget deficit Total income would then fall to $1535 And 
the budget would still be in deficit, because tax receipts would have fallen 
to $383 75 billion The reduction in government spending would only 
have reduced the deficit from $10 billion to $6 25 billion The cost of this 
reduction in the deficit would be a further $25 billion loss in output 

It might be instructive to figure out by how much the government would 
have to reduce its expenditures to achieve a balanced budget under the 
circumstances of our model For the system to be in equilibrium with a 
balanced budget, saving would have to equal the $124 billion of intended 
investment Setting saving equal to investment and solving for the equi- 
librium value of Y, we obtain the following 
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S = I 

-220 + 2Yd = 124 
-120 + 2(Y - 25Y t 100) = 124 
-120 -u 2Y - 05Y + 20 = 124 
15Y = 224 
Y = 1493’ 

Yd = 1403 1 - 373’ + 100 = 1220 
C s 120 4 8(1220) - 1096 

Since I = 124 and the sum of C, I and G must be 1493’/ 3 the government 
would have to reduce its expenditures to 5273 ’ 4 billion in order to balance 
the budget But it would thereby cause a further reduction of $41 2 / 3 billion 
in output and the increase m unemployment that would go along with it 

Changing Attitudes toward the "Balanced Budget" 

Would any government behave in such a fashion? Probably no longer 
And that is some evidence of the extent to which the income expenditures 
approach to government budgeting has influenced the thinking of contem- 
porary policymakers Federal government receipts fell bv almost a billion 
dollars between the 1957 and 1959 fiscal > ears because of the 1958 reces 
sion They had been expected to rise and expenditures had been budgeted 
m anticipation of a continuing increase in tax revenues With expenditures 
increasing on scbedu!e-e\en a Jitfie ahead of schedule because of the 
additional outlays for transfer payments that a recession causes-the 
government budget slipped deeply into the red The $13 billion deficit in 
the 1959 fiscal year was the largest peacetime deficit ever incurred But 
despite President Eisenhower s numerous past expressions of devotion to 
the ideal of a balanced budget, no serious efforts were made by his admin 
istration to raise taxes or reduce expenditures 
In 1932, by contrast, in the depths of the Great Depression Franklin D 
Roosevelt campaigned for the presidency by promising to balance the 
budget Throughout his first administration during which unemployment 
ranged from 17% to 25% of the labor force he repeatedly tried to reduce 
government expenditures and persistently proposed new taxes His pri- 
mary goal in proposing tax increases may not have been a balanced budget, 
he seems to have been at least as interested in increasing the taxes on large 
incomes as in acquiring additional revenue But the contrast with contem- 
porary practice is striking nonetheless 
In 1975, with the economy again m the throes of recession and the 
budget deeply in the red a Republican administration reputed to favor a 
balanced budget actually called for tax decreases that would add to the 
size of the deficit 
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f WHAT DO WE MEAN BY A BALANCED BUDGET ? 

The budget is balanced when expenditures match income That 
seems clear enough But is it really? Think about each of the 
j following cases In which of them are you engaged in deficit 
spending ? 

1 You spend $20 per day even though your income on si* days 
of the week is zero and you receive $140 on Friday Are you 

I running a surplus on Friday and a def Cit the other six days 

‘ of the week? It s obvious that no one balances his budget 

* except with reference to some period of time But what is the 

relevant period? 

2 You re a salesman whose monthly income fluctuates between 
$600 and $1000 You nonetheless maintain your expendi 
tures at $800 per month Are you alternating between deficits 
and surpluses or are you balancing your budget? Would it 
make sense to say that you won t know until later whether 
you ve been balancing your budget? 

3 You will receive $10 000 next year when the legal formalities 

J are completed on your rich uncle s will Are you running a 

deficit if you borrow money m order to increase your expen 
dihires this year? Would your answer change if you aren t 
certain that his bequest to you wjlJ survive a legal test? 

4 You borrow money at age twenty five to buy a house Are 
you hying bevond your means ? How would you go about 
answering that question? 

1 5 By borrowing money now at 6% interest you can purchase 

an education that will probably double your income for 
many years in the future Are you running m the red ? Is it 
ever profitable to run in the red ? 


Each of these three administrations displayed a different attitude toward 
the phenomenon of a budget thrown into deficit by a recession In the 1930s 
there was a strong emphasis on bringing the budget back into balance In 
the 1950s the approach was to take no action and thus to accept the deficit 
brought on by recession In the 1970s the budget was viewed as an active 
tool for achieving recovery and an even larger deficit was deliberately 
courted In each decade the government had a fiscal policy But the pro 
gression from Roosevelt through Eisenhower to Ford shows the growing 
influence of mcome expenditures analysis on the formulation of that 
policy 
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The Full Employment Budget 

Income-expenditure-; analysis has clearly taught economists and poll 
hcians to look at the government budget in a different way The thought 
of a deficit is no longer entertained with the same horror it once aroused 
among students of public finance And the older definition of a deficit as 
simply an excess of government expenditures over receipts has lost ground 
to such newer concepts as the full employment deficit or surplus 

The full employment budget is the budget that would be m effect if the 
economy were operating at full employment The concept is a useful one 
despite the fact that it rests me\ ihbly on somewhat arbitrary dehru hons of 
full employment and on debatable projections of revenue and expendi 
tures But we do know that tax revenues and to a lesser extent transfer 
payments vary with the level of economic activity A budget deficit 
incurred while the economy is operating below capacity might well turn 
into a surplus at full employment without any changes at all in tax rates 
or spendmg programs 

The only budget that ought to be balanced many economists now argue, 
is the full employment budget In other words the government should set 
tax rates that will yield just enough revenue to cover expenditures when 
the economy is operating at full employment A downturn will then cause 
a deficit but the deficit should be ignored And a boom will yield a surplus 
which also ought to be ignored Such deficits and surpluses will then func- 
tion as automatic stabilizers Deficits will compensate in part for declines 
m private spending e\en without deliberate policy actions And surpluses 
will serve as an automatic brake on total spending when it rises so rapidly 
that inflation threatens 


COUNTERCYCLICAL nSCAL POLICY 

All of this describes a rather passive use of fiscal policy Can it be used 
more aggressively to control or offset fluctuations in aggregate demand 7 
In our model, there is a great difference between the consequences of not 
taking any action to reduce deficits and the consequences of deliberately 
creating or adding to a deficit during a recession 
By drawing conclusions from a simple algebraic model we run the risk 
of slighting the political and technical difficulties that confront budget 
planners, including all the difficulties associated with uncertainty about 
the future But we ought to master the simple mechanics before intro 
ducing the qualifications 5o let s go back to the model we ve developed 
and ask what size changes in the government budget would restore the 
economy to full employment 
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An Activist Fiscal Policy 

The recession was brought on by a $16 billion decline in investment A 
$16 billion increase in government expenditures in our example would 
exactly compensate for that decline At the new equilibrium induced by 
the expansion of government spending total income disposable income 
consumption and saving will all be restored to their previous levels 
Saving will therefore be $16 billion more than investment But government 
saving will be negative taxes will be $400 billion government outlays 
for goods and transfer payments will be $416 billion and the $16 billion 
defic t Will compensate for the gap between private saving and investment 

The full employment equilibrium could also be restored by reducing 
taxes or increasing transfer payments Suppose the government increases 
transfer payments by $16 billion instead of increasing its own purchases 
of goods by $16 bjlhon That won t be enough By the assumptions of our 
model aggregate demand does not increase by the full amount of any 
increase in transfer payments Only 8 of any increase in disposable income 
goes toward increasing expenditures while the other 2 flows into saving 
While a $16 billion increase in government expenditures diratly increases 
the demand for output by that amount a $16 billion increase in disposable 
income leads to only a $12 8 bilhon initial increase in demand And an 
initial expenditure increase of $12 8 billion would only bring total income 
up to $1592 billion after completion of the multiplier process 1 To restore 
Y to its full employment level the government would have to raise transfer 
payments by $20 billion As 8 of that or $16 billion went toward an 
increase m consumption Y would rise via the multiplier process to $1600 
billion The defiat would therefore be somewhat larger than if the govern 
ment restored the system to full employment via an increase in its own 
purchases of goods 

We ve been looking at changes in the level of transfer payments as the 
fiscal policy alternative to changes m government expenditures for com- 
modities and services The alternative usually talked about and the one 
chosen in 1975 was changes in faxes But the same analysis applies The 
government could pay the transfers to taxpayers m the form of a $16 bilhon 
rebate Taxes would then become 25% of Y minus $16 billion It makes a 
good deal of difference politically and otherwise, whether the government 

1 The effective mult pi er for any change m expenditures in our model is 15 You can see 
that at once by looking at the solut on of the model and noting that Y changes by */, or 2 5 
dollars for e\ery one dollar change in 1 or G The formal value of the effective multiplier in 
this model is j 

I - c m + c fl t 

Th s expresses the fact that the impact of a change in income on consumption is reduced m 
the model by both the marginal tax rate and the marginal propensity to save 




offers rebates to taxpayers or increases its payments to veterans the 
unemployed those on welfare or retired people receding social security 
But in our simplified model the consequences will be the same either way 
And our point here is simply that a change in transfer payments or tax 
receipts is a less powerful weapon for altering total income than a change 
in government purchases 1 

This does not imply that go\emmcnt expenditure increases are prefer 
able to tax cuts when the got ernment wants to expand national income It 
implies only th-it expenditure increases of a g ven amount are more power 
ful in our model than tax decreases in the same amount And it explains 
the objection some economists voiced to President Nixon s 1971 proposal 
to stimulate the economy by cutting taxes while reducing government 
expenditures by an equal amount These economists argued on the basis 
of a model similar to the one we re using that the net effect of the com 
bined actions would be negativ e They invoked the concept of the balanced 
budget multiplier This concept based on the reasoning weve just gone 
through asserts that a change in expenditures coupled with a change in 
tax receipts of the same amount causes total income to move in the direc 

1 We presented the argument in terms of transfer pavments because n our model taxes 
are not a set amount but a fimet on ol V The atiaiys s ouid become more complex than 
seems worthwhile if vc tr ed to determ no the tax a t change that vould yield a spec f ed 
receipts change 
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lem has been that the effectiveness of fiscal policy as an active tool for 
economic stabilization could not be tested until those who had political 
power were willing to try it That may not have occurred even yet, and it 
certainly did not occur in this country prior to the 3960s 


Inconclusive Results 

Income-expenditures analysis captured the economics profession (or a 
majority of the profession— some never surrendered) long before it won a 
sympathetic hearing from any American president or from more than a 
handful of legislators Income-expenditures analysis was incorporated 
into introductory economics texts shortly after World War 11, in a move 
pioneered by the subsequent Nobel prizewinner Paul Samuelson In his 
text it became "the modem theory of national income determination " 
But Keynes didn't make the cover of Time that year-or the next He made 
it in 1965, one year after Congress enacted and the president signed a tax- 
reduction bill that had been advocated on the basis of income-expenditures 
analysis 

Economists don't have an economy of their own to experiment with, 
they have to rely on the one ail the rest of us use Experiments to test a 
theory in the social sciences are often not possible until legislators have 
been persuaded that the theory is a sound one, and it s hard to persuade 
them m the absence of controlled experiments Such experiments may 
never be possible because of our reluctance or inability to employ adequate 
controls So it shouldn't surprise you that the reliability of fiscal policy as 
a stabilization tool is still very much disputed 
In the absence of controlled experiments, economists have fallen back 
-aw experiments," and such tests as history happened to provide 

The "thought experiments" consisted of thinking through the possibilities 
and searching for plausible relationships The General Theory was one such 
grand exercise in experimental thinking 
But an economic theory is better tested by its applicability to events In 
the absence of governments willing to run tests, economists interested in 
the income-expenditures approach looked for verification of its insights 
in such events as World War II And many found there a convincing con- 
firmation of the theory 


Empirical Tests? 

Throughout the decade of the 1930s the federal government ran deficits 
that were much too small in the view of those who wanted a major and 
decisive government stimulus to aggregate demand But even those modest 
deficits were largely offset by the surpluses of state and local governments 
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World War 11 changed all that The total government deficit rose from $ 7 
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increase in just four years-before declining to $355 billion in 1945 Un- 
employment in 1940 was 14 6% of the labor force, in subsequent years it 
fell to 9 9% 4 7% 1 9% and 1 2% m 1944 before rising to 1 9% in 1945 

One of the most interesting pieces of data from this period is the course 
of personal consumption expenditures Government purchases expanded 
enormously during the war, from $36 billion in 1940 to a peak of $182 
billion in 1944 But despite this huge government drain on the economy's 
productive capabilities personal consumption expenditures also managed 
to rise between 1940 and 1944 Once the economic system had been 
prodded into action it was able to provide 10% more consumer goods 
while satisfying the extraordinary demands of wartime 

This experiment in fiscal policy ' meant little to those unfamiliar with 
income expenditures analysis Most Americans were convinced in 1945 
that the surfeit of jobs was due solely to the huge demand for military 
goods and the fact that 11% million workers were in the armed forces 
(more than % of the entire 1944 labor force and 20% of the prewar labor 
force) They expected the return of unemployment lines and depression 
when the war ended But for economists learning to think about the econ- 
omy in the framework of income expenditures analysis the wartime expe 
nence demonstrated the effectiveness of fiscal policy It would have been 
better they argued if the government had paid people during the 1930s to 
dig holes and fill them in again rather than allow mass ve unemployment 
to continue The income received from such wasted effort would have 
increased consumption spending, created a larger demand for useful out 
put and provided additional jobs and income Of course, it would have 
been better for the government to pay these people to do useful work But 
useless work that stimulated incomes and spending would have been less 
wasteful in the end than tolerating unemployment and idle resources 

The wartime experience had been a demonstration of the paradox that 
income-expenditures analysis tried to resolve The stimulus given to the 
economy by government deficits had enabled the nation to maintain and 
even raise real per capita consumption while producing vast amounts of 
war materials and lending 11% million members of the labor force to 
military service 

But the demonstration was most convincing to those who had already 
been largely persuaded by the logic of the argument The test was hardly a 
conclusive proof of the effectiveness of countercyclical fiscal policy Even 
if one granted that massive increases In government expenditure, espe- 
cially when financed by borrowing rather than taxation, were capable of 
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ending a deep and prolonged depression one might doubt that&ca! policy 
was in general an effective tool for eliminating aggregate fluctuations 
Many supporters of income-expenditures analysis have therefore 
appealed to the postwar experience as further evidence in support of their 
thesis that countercyclical fiscal policy works It can be shown that reces- 
sions have been neither prolonged nor very deep smce World War II The 
1974-75 recession broke all postwar records but fell far short of what had 
happened in the 1930s But can this record be attributed to the operations 
of fiscal policy 7 We would first have to establish that fiscal policy was 
systematically used as a stabilization tool 


Has Countercyclical Fiscal Policy Really Been Tried 7 

Neither President Truman nor President Eisenhower seems to have 
been firmly persuaded that fiscal policy was an appropriate and useful 
stabilization fool President Kennedy had studied income-expenditures 
analysis at Harvard, and he chose as his economic advisers some of the 
more emment advocates of that approach to the understanding and control 
of economic fluctuations But even Kennedy's public pronouncements on 
the subject of government expenditures and taxation re\eal something 
less than a total commitment to countercyclical fiscal policy That may 
reflect his assessment of popular and Congressional devotion to balanced 
budgets more than his own views But if that was the case, then Congres 
sional support for a conscious and deliberate countercyclical use of fiscal 
policy was not yet present even m the early 1960s The notion that the 
federal budget ought to be balanced in each and every fiscal year could 
hardly be held by someone who accepted countercyclical fiscal policy as 
an appropriate tool in government efforts at stabilization The fact that 
many members of Congress apparently still held this view in the 1960s 
casts considerable doubt on the argument that the federal government was 
systematically employing the policy 

Did the tide finally turn in 1964 7 Time magazine obviously thought so 
But anyone who looks closely at the Congressional debates preceding the 
tax cuts and at pollsters' sampling of public opinion in 1964 might retain 
doubts The public thought taxes were definitely too high and favored 
reductions The argument of the president's economic advisors that high 
tax rates were imposing ' fiscal drag ' on the economy was especially 
appealing But none of this is convincing evidence that the public or 
Congress was eager to adopt countercyclical fiscal policy We know only 
that they were willing to be told that a tax cut was a good thing for the 
whole economy and not just for them personally, and a good thing m the 
long run as well as right now 

The question here is not whether countercyclical fiscal policy mrls The 
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question is whether it has ever been tried If doubt can stilJ remain on the 
second question it will be very hard indeed to muster convincing empirical 
evidence for or against the more important first question The lack of con 
sensus among economists on the effectiveness of fiscal policy as a stabih 
zation tool should not be surprising 
We II return to the question of fiscal policy and its effects m subsequent 
chapters after vve ve taken another look at the role money might play in 
determining the level of economic activity and after we ve brought the 


PUMP PRIMING 

Income expenditures analysis suggests that the incentives to 
private investors in the 1910s were not sufficient to secure a level 
of investment expenditure consistent with high output and 
employment and that government spending filled the gap In the 
early 1940s But why did private investment spending Increase 
afrer the war and remain high 7 Why wasn t continued deficit 
spending by the government necessary to prevent the return of 
depression? 

Income expenditures analysis does not answer this question 
because it offers no explanation for the level of Intended invest 
ment Keynes said that investment decisions are based on profit 
expectations and that these expcctat on$ are in large part gov 
emed by psychological factors He provided no systematic theory 
that would explain why ntended investment was so low in the 
1930s and so much higher after World War II 

U may be that under appropriate circumstances deficit spending 
has a pump prim ng effect By raising the aggregate level of 
economte activity it may stimulate greater optimism and thereby 
a revival of investor confidence Once fiscal policy had pnmed the 
pump in this fashion it m ght be able to withdraw and again allow 
private spending decisions to determ ne the level of output and 
employment 

Can fiscal policy induce a self su>tai in » $ expansion of economic 
activity 7 Income expenditures analysis makes no assert ons about 
the effectiveness or ineffectiveness of pump priming For that 
reason it does not explain the marked difference between prewar 
and postwar investment levels This is an important issue But 
given our enormous ignorance about the way in which mass 
expectations form and reform t s an issue on which we can say 
very h tie beyond what the classical economists said that a 
return of confidence is essential to economic recovery 
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rest of the world into the picture But all this talk about government sur- 
pluses and deficits has brought another issue to the fore 


THE NATIONAL DEBT 

Conversations about deficit spending versus balanced budgets always 
come around eventually to the question of the national debt This looms so 
large (if rather vaguely) in the public mind as a serious problem that 
Congress has placed a legal ceiling on the debt It s an odd sort of ceiling 
much like the ceding in an elevator going up the President periodically 
asks that it be raised and Congress ahva} s cooperates But the existence of 
a statutory ceding even a flexible one at least persuades people that some 
one has an eye on the problem 

What kind of problem is it? How large can ‘he debt grow before we 
encounter disaster? Surely the go\ ernment can t go on indefinite!} living 
beyond its means can it? When will the debt have to be repaid? And Juno? 

Direct questions desene direct answers Veiy few knowledgeable 
people worry about the national debt or consider it much of a problem It 
could probably grow to seicral times its present size without presenting 
any unmanageable difficulties The federal government can if it chooses 
live beyond its means indefinite!) The debt doesn teier have to be repaid 
The question of how to retire the debt is academic in view of the fact that 
it will probably never be retired 

Nothing in that paragraph sh oul d alarm you or arouse the suspicion that 
the government is a welsher No debtor has to pay back his creditors as 
long as the creditors don t demand repa} ment And the individuals and 
institutions to whom the federal go\ ernment is indebted are not holding 
government bonds out of either patriotism or necessity but out of concern 
for their own financial welfare They purchased the bonds because they 
decided the best thing they could do with their money was to lend it to the 
government Moreover should they change their minds they would find 
that the federal government cheerfully redeems certain bonds on demand 
and that for the remainder there exists an active market through which 
some other party can easily be found to take the bonds and return the 
original purchase/ s principal 


Refinancing the Debt 

Despite the fact that bonds regularly fall due requiring the federal gov- 
ernment to repay the principal the debt is ne\er retired For the govern 
ment secures the funds to repay the principal basically by selling more 
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to fee carefully watched T7iaf, of course, is the central argument of fiscal 
policy advocates 

But the effect of debt increases on aggregate demand is not the only 
effect Government borrowing pulls resources away from private into 
public uses While taxation has the same effect taxes have a greater politi- 
cal impact, and expenditures undertaken out of tax revenues therefore 
tend to be scrutinized more critically than expenditures financed through 
borrowing Whether this is a point for or against government borrowing 
depends upon how one evaluates the relative importance of public and 
private spending Some students of American society maintain that we 
spend far too much on goods for pnvate consumption (automobiles, 
houses, filet nugnon) and far too little on the goods whose provision is 
largely left to government (education public parks, national defense) 
But there are others who maintain just as insistently that government 
expenditure promotes social welfare less efficiently than pnvate expendi- 
ture However you stand on that issue the ability to increase expenditures 
without m creasing taxes almost certainly enables governments to spend 
more than they otherwise would 

The Burden of the Debt 

The often heard argument that deficit financing pushes the burden of 
present expenditures onto our descendants is almost wholly mistaken 
The debt we pass on to future generations is for the most part matched by 
the bonds we bequeath them If we leave them assets as well as liabilities, 
we leave them no net burden of indebtedness 

When you stop to think about it you realize that current expenditures, 
however they are financed require the use of current real resources Wars 
for example, can be financed by borrowing but they must be fought by 
drawing upon the current population and usmg the productive capabilities 
of the current economy Highways, schools and dams, regardless of how 
these projects are financed, all require for then construction the use of 
current resources that are consequently not available to provide other 
goods for the current generation In fact, deficit financing may well make 
future generations better off If the borrowed funds are wisely used in the 
construction of projects that will yield large future services, the current 
generation is sacrificing the present enjoyment of real resources in order 
to provide a larger real income to later generations We are benefiting right 
now from past government expenditures on schools, roads, public build- 
ings, parks, dams, irrigation projects, and other public investment m the 
form of a larger output of privately produced commodities and services 

There is one partial exception to all this If a government borrows from 
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foreigners to finance current expenditures, then it is attempting to use the 
currrent resources of foreigners rather than its own citizens And future 
generations will be left with the obligation to repay that borrowing by 
giving up some of their resources to foreign bondholders Of course, if the 
projects for which the government borrows are good investments, they 
will augment the real income of future generations by more than enough 
to repay the resources originally borrowed from abroad We see again 
that the wisdom of the project for which the borrowing is undertaken i$ 
more important than the mere fact that the expenditure is financed by 
borrowing And this agrees with everything we know about private 
spending and borrowing A business firm or a household will gain from 
going into debt whenever the project financed by borrowing increases the 
flow of future goods (income) by more than it increases the stream of 
future payments on principal and interest 


Numbers and Alarums 

This discussion of the national debt has stayed away from actual num- 
bers, because the principles are more important than the numbers, how- 
ever dramatic the latter can sometimes be made to appear 5ome people 
are apparently thrilled in a terrifying sort of way by the news that if 
Alexander the Great had started to spend money after the Battle of Issus 
at the rate of $400 a minute, he would not yet today have spent a sum 
equal to the total of our public debt But what does that mean * Do we gain 
a relevant sense of proportion from such numbers* Or are they like esti 
mating the relative importance of mosquitoes and elephants by figuring 
out how many mosquitoes would have to be put on a scale to balance one 
elephant? 

The interest paid by the federal government annually on the national 
debt may be a more meaningful measure of its significance, because the 
interest is the "carrying charge" on the debt It is currently close to 2% of 
the gross national product That's a substantial sum but it hardly spells 
fiscal ruin Another way to put the debt into perspective is to note that in 
1945, at the end of World War II, it was approximately equal to the gross 
national product Thirty years later the debt was more than twice as large, 
but it was less than 40% of the value of our annual output 

In short, the national debt is not a major problem If you've been 
worrying about it in a vaguely fearful way, we encourage you to discard 
your anxieties or transfer them to some social problem more deserving of 
your concern 

Once Over Lightly 

Fiscal policy is the u&e by the federal government of expenditures and 
taxes to influence the aggregate level of economic activity 
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Income-expenditures analysis asserts that government expenditures 
which exceed or fall short of government income have the same effect on 
the aggregate economy as gaps between mtended investment and intended 
saving Aggregate equilibrium exists when mtended saving plus tax 
receipts equals mtended investment plus government disbursements for 
the purchase of goods and for transfer payments An alternative statement 
of the equilibrium condition is that mtended investment purchases plus 
consumption and government purchases must equal total output or 
income 

A change in tax receipts or transfer payments will have a smaller effect 
on output and income than a change in government goods purchases of 
the same amount as long as the marginal propensity to consume is less 
than one 

Insofar as the aggregate level of economic activity affects the balance 
between government receipts and disbursements, fluctuations in output 
and income will create deficits and surpluses that will in turn affect the 
level of income and output The government could allow recessions to 
create budget deficits and allow booms to create surpluses without taking 
any action to close these gaps That would be one kind of fiscal policy The 
government could also move to close these gaps or to widen them in 
response to recessions and booms B> trying to close the gaps or keep the 
budget balanced the government would be lending additional impetus 
to the forces that had generated the recession or boom By widening the 
gaps the government would be attempting to introduce a larger counter- 
force to private spending decisions than will come about automatically 
as tax receipts and transfer payments change with the level of economic 
activity 

Economists do not know how powerful or precise an instrument fiscal 
policy is for the stabilization of economic activity Part of the reason is the 
impossibility of adequately controlled experiments Another reason is the 
unwillingness of Congress and the president, at least until very recently, to 
use fiscal policy deliberately and systematically as a stabilization tool 

The size of the national debt is not a good argument against deficit 
spending The debt is today a far smaller percentage of the gross national 
product than it was right after World War II The government can refinance 
the debt indefinitely as it falls due and could probably carry a considerably 
larger debt without serious difficulty 

Changes in the size of the debt are more important than its mere total 
because changes represent deficits or surpluses that affect the aggregate 
level of economic activity 

The wisdom of increasing the national debt should be determined by 
examining the probable effects on aggregate economic activity and the 
social productivity of the projects for which borrowing occurs 

An economy viewed as a whole does not shift the burden of current 
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expenditures onto future generations merely by borrowing to finance 
those expenditures The real costs ofany project are the opportunities fore- 
gone by using real resources in one way rather than another Any expen- 
diture that increases the net value of the future flow of goods benefits those 
who will live m the future regardless of how that expenditure is financed 


QUESTIONS FOR DISCUSSION 

1 When the federal government purchases buildings airplanes, or the services 
of economists 

(а) What are the real costs? 

(б) How is it determined who will bear the real costs 5 * 7 

(f) If all purchases were financed out of personal income taxes, would 
the real costs be borne by citizens in proportion to the taxes they pay? 

(J) What differences would you predict in the distribution of the real 
costs if the purchases were financed by borrowing 7 

2 Will your answers to the questions above depend on whether the economy 
is at full employment 7 Will the particular goods the government is pur- 
chasing and the level of employment in the industries producing or using 
those goods make a difference in your answers 7 

3 The economy moves into a recession and federal government tax revenues 
fall, creating a budget deficit The government can raise taxes and/or reduce 
expenditures to bnng the budget back into balance, maintain present tax rates 
and previously planned expenditures and accept the deficit, or reduce taxes 
and/ or increase expenditures creating an even larger deficit 

(a) Which approach would you recommend, and why? 

(i) What arguments might be raised against the approach you recom- 
mend 7 

(0 Which approach would you least want to recommend? Why? 

4 If the government decreased spending on highways by $5 billion and sunul 
taneously increased spending on energy development by $5 billion, would 
the equilibrium level of Y be affected? What actual effects on the level of 
unemployment would you expect? 

5 Assume that Congress and the president want to cut taxes by $5 billion to 

stimulate the economy in a period of recession Does it matter whether they 

cut personal income taxes or corporate income taxes? Whether the cuts in 
personal income taxes are concentrated among low income groups or more 
widely distributed 7 In what ways does it matter? 
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6 Suppose the unemployment rate is 8% and economic statisticians tell the 
government that 2 of those 8 percentage points are i direct result of sharply 
reduced purchases of new automobiles Discuss the advantages and dis 
advantages in such a situation of offering a tax rebate to purchasers of new 
automobiles equal to 10% of the manufacturers suggested retail price Is a 
dollar of tax reduction offered in this way likely to reduce unemployment 
more than a dollar of personal income tax reduction? Are the longer run 
effects on unemployment likely to be different from the short run effects? 

7 During the depression of the 1930s increases in federal gov eminent expen 
ditures were often accompanied by promises (threats?) of future tix increases 
to hold down the size of the budget deficit Do y ou think this policy had any 
effect on investment spending? 

8 Use the data m Table 17A to discuss the real costs of the 300% increase in 
government purchases from 1941 to 1944 

9 The size of the national debt is not as important as the size of changes in 
the debt Evaluate that assertion 

10 Whatwould be the consequences of a systematic effort by the federal govern 
ment to retire the national debt over a period of 20 yens? 

11 Federal government expenditures for nat onal defense when expressed in 
dollars of 1975 purchasing power have averaged just about 5100 billion per 
year from 1966 through 1975 5uppose that world peace were somehow 
miraculously declared and that the government abolished the national 
defense budget What consequences would you predict for the economy? 
Do you think this would trigger a ma)or depression? Why or whv not? What 
fiscal policies would you recommend to accompany this disippearance of all 
national defense expenditures? 

12 When a corporation successfully sells additional bonds it goes more deeply 
into debt Is this evidence that the corporation is failing or succeeding? How 
well do analogies from the area of business indebtedness apply to questions 
of government indebtedness? Where do such analogies present a misleading 
picture and why? 




INFLATION AND THE REVIVAL 
OF MONETARY POLICY 


Ten years after its publication Keynes's General Theory of Employment 
Interest and Money had become the general theory that interest and mone> 
have little to do with employment We 11 sidestep the question of whether 
this was the intent of Keynes or the work of disciples more Keynesian than 
their mentor Either way, it happened The role that monetary policy might 
play in preventing undesirable movements m economic aggregates was 
pushed to the side by economists more interested m the applications of 
fiscal policy The United States consistently had a monetary policy during 
these years, just as it had a fiscal policy long before economists concluded 
that the government budget might make a contribution toward economic 
stabilization But the majority of economists paid little attention to mone- 
tary policy in the 1940s and 1950s or assigned it the role of minor assistant 
to fiscal policy 


MONEY IN INCOME-EXPENDITURES ANALYSIS 

The expenditures that make up aggregate demand are almost entirely 
monetary expenditures But this does not necessarily mean that the quan- 
tity of money affects those expenditures In the first fifteen chapters of this 
book we repeatedly examined transactions that involved money without 
asking whether it made any difference that they occurred through a 
medium of exchange rather than by barter The same kind of abstraction 
from money might work in analyzing aggregate fluctuations 
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Figure 22A Interest rates Keynes was himself extremely interested m the properties of money 

and full employment and the peculiar effects it might ha ve or economic decisions, the title of his 

book is sufficient evidence of that But he nonetheless contributed in two 
ways to the decline of interest in money and monetary policy First he 
constructed an analytical model that could be used without necessarily 
bringing in money And second he expressed his skepticism about the 
effectiveness of monetary policy as an antirecession tool 


Money, Interest Rates, and Investment 

How was money incorporated into the General Theory 7 We can answer 
that question with the help of Figure 22 A Graph (a) presents the aggregate 
propensity to save (S) and the propensity to invest (I lf I 2 ) in a hypothetical 
economy The intersection of these curves determines the equilibrium 
level of total income (Y) 

Graph (b) shows the relationship between the quantity of investment 
and the interest rate with different states of investor confidence If con- 
fidence declines, the curve will shift downward and to the left, from tj to 
t, to t 3 Less investment will take place at any particular rate of interest 
the further "southwest' the curve lies 

According to Keynes, the monetary authorities set the interest rate when 
they determine the size of the money stock Suppose they set the interest 
rate at the level rj in graph (b) This will determine how much investment 
investors are willing to undertake given their expectations of profit from 
particular projects and the general state of confidence The curves h, t ; , 
and t, all slope downward to the right because investment opportunities 
with the prospect of low yields will only be undertaken if the opportunity 
cost of doing sg-the rate of interest -is also low At higher interest rates, 
projects promising lower yields are squeezed out With the interest rate 
at r, and the level of confidence shown by t,, just the right amount of 
investment occurs Ij and S intersect at the full employment level of Y 


Now suppose a wave of pessimism sw eeps over the economy and inves- 
tors' expectations sink Each potential investment project is now viewed 
as offering either the prospect of a lower net return or a smaller probability 
of the previously expected return Either way the curve relating invest- 
ment and the mterest rate will fall downward and to the left If it falls to 
the position shown by curve t 2 , the monetary authorities might be able to 
maintain full employment by increasing the money supply enough to 
reduce the mterest rate to r 2 

But if the curve falls to tj, nothing short of a negative mterest rate, r 3 , 
would be able to maintain investment at the level necessary for full 
employment If r 2 turns out to be the practical limit below which monetary 
authorities cannot reduce the interest rate (and Keynes thought there was 
such a floor under the mterest rate), then investment will be at the level 
shown by Ig, and the economy will move to an equilibrium at less than full 
employment 

In the analysis of figure Ilk, monetary policy does ha\e the power to 
affect aggregate demand through its effect on interest rates and thus on 
investment That power will be limited however, by the sensitivity of 
investment to changes m the rate of mterest And it may disappear alto- 
gether in the face of a major collapse in investor confidence In the General 
Theory Keynes expressed skepticism about monetary policy's usefulness 
because he feared that investment was far more responsive to psychologi- 
cal moods and speculative swings than to any practicable changes in the 
rate of mterest Investment decisions would be dominated by shifts in the 
curves (tj, t 2 , t 3 ) with interest rates playing a relatively minor role Most 
users of income-expenditures analysis were willing to follow this lead m 
the years immediately following World War II And so they looked to 
fiscal policy as the government's effective weapon in the battle against 
unemployment 1 


THE EQUATION OF EXCHANGE 

The notion that monetary policy affects total expenditures only through 
the interest rate was a novel idea in the 1930s An older tradition m eco- 
nomics, gomg back at least to the economist philosophers John Locke 
and David Hume, asserted a much more direct and powerful influence of 
money upon total spending This older theory of money had been used 
primarily to explain the relationship between the money supply and the 
price level It was called the quantify theory of money 

1 Or did they conclude that monetary policy was ineffective because they were so caught 
up in the potentialities of fiscal policy? The actual causal connections between policy prefer 
ences choice of theories and empirical conclusions are not always as clear and straight 
forward as we would like them to be We all sometimes reason from conclusions to facts 
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The Money Supply and the Price Level 

The quantity theory developed out of an interest in the effect that gold 
imports had on a country's price level in an age when the domestic money 
supply was closely linked to a nation's monetary gold stock But the use 
fulness of the theory does not depend on the particular way in which a 
country s money supply is determined In its simplest form the quantity 
theory asserts that the price level will vary in proportion to changes in the 
quantity of money A doubling of the money supply will double the aver- 
age of all prices Halving the money supply will halve the price level Stated 
so baldly and boldly, the theory had at least this virtue it warned states- 
men against the folly of supposing that the national income could be 
increased simply by acquiring more money The wealth of nations as 
Adam Smith pointed out, depended upon then ability to produce want 
satisfying goods A greater quantity of money was of no value to a country 
if it only altered the rate of exchange between those goods and money or 
the price level 

But stated so baldly and boldly, the theory is also wrong The price level 
will not always change in direct proportion to changes in the money sup- 
ply There are two other possibilities One is that the change m the money 
supply mil bnng about changes in the rate at which real goods are pro 
duced In that case prices will not change by the same percentage as the 
money supply The other possibility is that money may be circulated more 
or less rapidly as its quantity changes This will again break the direct pro- 
portionality of changes in the price level and changes in the money supply 

The possibilities are contained in a simple formula usually known as 
the equation o\ exchange 

MV = PQ 

M represents the stock of money, V is the velocity of circulation or the 
average number of times each unit of money changes hands during the 
period under study, P is the price level and Q is an index of the real trans- 
actions occurring durtng the period or the quantity of goods exchanged 
by means of money 

P times Q is therefore the dollar value of all goods sold for money M 
times V is the dollar value of all monetary expenditures for the purchase 
of goods And so MV is actually equal to PQ by definition The equation is 
an identity and could be written MV = PQ 

You encountered the equation of exchange, even though you weren't 
introduced at the time, in chapter 19 While discussing the Fed's proce 
dures for exercising control over the money supply, we asked which measure 
of the money stock was the most important one to control If the goal of the 
Fed is to control aggregate demand, then the measure on which to focus 
would be the measure most closely linked to total expenditures So we ran 
a little test, the results of which are shown in table 1<?A We took gross 
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national product in current dollars as our measure of total expenditures 
during a year, and let the size of the money stock in the preceding Decem- 
ber represent the quantity of money available to finance those expendi- 
tures Dividing GNP by each measure of the money stock ga\ e us a numer- 
ical measurement of the relation between changes in each measure of M 
and changes in total expenditures And we pointed out at the time that this 
number had a name the velocity of money circulation 
Because GNP does not take all money-goods exchanges mto account, 
the velocities we calculated were actually the velocities of circulation only 
for expenditures on goods included in the calculation of the gross national 
product But GNP is a good proxy for total expenditures as well as the best 
measure we have for changes in the value of total output and income We 11 
therefore follow the standard practice of using GNP as a synonym for PQ 
By means of these definitions we can now assign an empirical meaning 
to the four terms m the equation of exchange 

M = the stock of money, measured by M 1# M 2 or M, 

P = the price level, measured by the GNP deflator 
(presented in table 17D) 

Q = the quantity of goods produced, measured by dividing the 
GNP deflator into the value of GNP in current doflars 
(presented in table 17E) 

V = the velocity of money circulation, measured by dividing the 
money stock mto PQ, or GNP m current dollars 

With the aid of these definitions, let's inquire more closelv into the 
meaning and implications of the quantity theory o f monev 

What Can Happen When the Stock of Money Changes 7 

The economists who asserted that the price level would always change 
m proportion to any change in the quantity of money were implicitly 
maintaining that V and Q are not affected by changes in the money supply 
Money does not circulate more or less rapidly when its quantity alters, 
they were assuming, and the volume of production does not change when 
the money supply increases or decreases No one today defends that 
simple statement of the quantity theory, and probably no economist ever 
did mean to defend it as an exact description of reality But it was useful as 
a defensive weapon against those who might identify money with wealth 
and think they could achieve prosperity merely by expanding the supply 
of money 

An alternative possibility is to hold that V always vanes inversely with 
M so as to maintain a constant volume of money expenditures when the 
money supply changes If this were the case, the size of the money stock 
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would be a matter of no consequence at all The public would simply circu- 
late money more or less rapidly, as its quantity declined or rose, m order to 
continue spending at its preferred rate Neither the price level nor the 
volume of production would respond to changes in the money supply 
That proposition is also too extreme ever to have been held as an exact 
description of a monetary economy But it was useful to economists who 
wanted to argue that increases in the money supply were not an effective 
way to restore prosperity in a recession In periods of particularly deep or 
prolonged depression, it might be that any increases in the money stock 
would simply increase idle money balances Even that proposition has not 
been tested, however, because there were no really massive injections of 
money into the economy in the 1930s 

Let's consider one additional possibility Suppose that V does not change 
when M changes, so that increases or decreases m M bring about propor- 
tionate increases or decreases m the product of P and Q How will the 
effects be distributed between P and Q? This is an extremely important 
question for anyone who holds that the stock of money does affect the total 
volume of expenditures If the economy is already operating at "full 
employment/ then Q cannot increase If we admit that "full employment' 
is a somewhat fuzzy concept, we might want to say that Q cannot increase 
very much or very rapidly when the economy is already operating at high 
employment Large increases in the money supply would then have their 
principal impact on P, and would cause inflation This is still assuming that 
V is constant when M increases The economists who used the simple 
version of the quantity theory were actually assuming both the constancy 
of V and an economy operating continuously at "full employment " If, on 
the other hand, the economy is running well below the "full employ- 
ment" level, an increase in M when V is constant might cause an increase 
m Q, and an increase in P, or some combination of the two If the increase 
in M primarily affected Q in such a case, "full employment" might be 
restored in periods of recession through increases in the money supply 

How Stable Is Velocity? 

It should be clear from all of this that the importance of money, and 
hence the potential effectiveness of monetary policy, depends on theactual 
behavior of V when M changes and the actual separate responses of P and 
Q under the conditions that exist at the time 

What do we know about the actual behavior of V? One of the factors 
contributing to the eventual revival of interest in monetary policy after 
World War II was a wealth of empirical studies demonstrating the relative 
stability of V Although those studies were far more comprehensive and 
detailed than the data presented in table 19A, the velocity numbers in that 




table provide a good enough picture for our purposes Figure 22B charts Figure 22 B Velocity of money 

the course of velocity from 1960 to 1974 The velocity of M, has tended to c rotation 1970 74 

rise since 1960 but at a fairly steady rate The velocity of M has fluctuated ( GNP - mone y stock 

slightly and shown no long term tendency to increase or decrease The ,n P recec * ng December) 

velocity of M 3 has fluctuated just a little more than M 2 while drift ng 
almost imperceptibly downward 

If changes m the money stock are in fact closely correlated with changes 
m PQ may we conclude the PQ can b e controlled by controlling the money 
supply? We raised the same question briefly in chapter 19 and pointed out 
three objections to that conclusion Let s review them One is the difficulty 
in separating the effects upon P and upon Q In a period of inflation we 
want to restrain P but not Q In a period of recession we want to expand Q 
but not P Can monetary policy do that 7 The ability to affect the course of 
P times Q is not enough 

Another objection has to do with the difficulties inherent in managing 
the money supply We discussed that problem at length in chapter 19 The 
monetary authorities have not found it easy to select appropriate targets 
or to hit the targets they choose 

The third objection is the one we want to consider now In the social 
sciences a historical correlation is rarely acceptable evidence of a causal 
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connection Wenught find a strong negative correlation over time between 
new housing starts and the rate of change m the price of medical services, 
but we would be reluctant to conclude that the direct manipulation of one 
will control the other We would demand a theoretical explanation If we 
were then told that general inflation raises the price of medical services 
and also creates the expectation of continuing inflation, which in turn 
slows down residential construction by raising interest rates, we might be 
satisfied that the correlation is not mere coincidence But we would not 
then try to stimulate the home building industry by putting price controls 
on doctors and hospitals 


THE DEMAND FOR MONEY BALANCES 

Is there an adequate theoretical explanation for the stability of V? We 
can best answer that question by using the little device employed in chap- 
ter 19 when we First called attention to the velocity concept Instead of 
writing the equation of exchange as MV = PQ, we write M = (1/ V)PQ 
While the equations are mathematically equivalent, the latter form makes 
more behavioral sense People don't think about the velocity with which 
they want to circulate money and then take steps to reach their preferred 
velocity But people do think about their money balances They think 
about them in relation to their anticipated expenditures, and they take 
actions designed to move their money balances toward the levels they 
prefer The public's total stock of money balances is % expressed as a 
fraction of PQ, which is the volume of current expenditures 
It follows that V will be stable if the public does not quickly or easily 
change its demand for money, or, more specifically, its preferred ratio 
between money balances and current expenditures 


Actual and Preferred Money Balances 

The public as a whole must hold the entire money supply, because it isn't 
counted as money unless it is being held by the public So total money bal- 
ances will always be identical to M (regardless of which measure of M we 
use) But actual money balances may not be equal to preferred money bal- 
ances If the monetary authorities were to increase the money supply at a 
time when the public was satisfied with its current money holdings, some 
people would necessarily find themselves holding larger money balances 
than they preferred to hold So they would take steps to reduce their 
money balances back to the preferred level And if the Fed were to reduce 
the money supply when people were holding their preferred amounts of 
money, they would try to raise their balances back up to the previous level 
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We issued this caution before but it may be north mentioning again 
Do not confuse the concepts of money and income Monev is a stock 
income is a flow When we talk about people s preferences for money 
balances we are not tall mg about their attitude toward income The 
preference for money balances is the same thingas the demand for money 
And the demand for money is the demand for liquidity not for more 
income When someone says that Local 13 of the United Federation of 
Dmglcworkers is demanding more monev that translates in our termi 
nology into a demand for more income in the form of higher wages People 
can increase their incomes without mcrea ing the amount of their money 
holdings if the\ simply step up their spending by the amount of the 
increase in income Or the\ can increase thur monea holdings m the face 
of a decreasing income if they are \ illing to reduce their expenditures by 
more than the decline in their income An increase in the demand for 
money alway s means an increased desire to hold money balances in prefer 
cnee (a dlUrn \ Inc n« Thus a person \ ho mcrea c es his money balances is 
not necessarily wealthier than he was before he simply holds more wealth 
than before in the form of monc\ rathr than in such nonmontv forms as 
refrigerators or corporate bonds 


Nominal and Real Monev Balances 

It is the connection betavecn och til money balances and pref ned balances 
that explains how changes in the money supply affect the economy But 
to see how it works you must distinguish between it j m <d and rwl money 
balances A person s rc il monev balance is the command o\ er other goods 
that those dollars proa ide You might feel secure wi h ^200 m a our checking 
account But if the price icael doubled iha* - monev bilance avouldn t be as 
comfortable Youavouldhaaetohold^OOinyounoi nol balance to main 
tain the level of y our no! balance People s preferences are for rt«f balances 
they re concerned in other words about the value or purchasing power of 
those balances It s true that people maa be fooled for a while into sup 
posing that their real balances haaen t declined avhen the price level rises 
but they tend to discover the truth and make adjustments A rising price 
level by reducing the purchasing power of money lowers real balances 
even though nominJ balances haaen t changed On the other hand a 
falling price level other things remaining equal raises real balances 

Fffccis of Changes in the Supply of Money 

What wifi happen if the Fed increases the money stock at a time when 
the public is holding the amount of money it prefers to hold? People will 
find themselves holding more money than they want to hold So they will 
spend some They aaill shift the composition of their asset portfolio by 
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exchanging money for other goods The public as a whole cannot get rid of 
money in this way, because one person's surrender of money for an alter- 
native good must be some other person’s acquisition of precisely that 
amount of money But the attempt on the part of people to reduce their 
money balances has several kinds of effects that will finally bnng actual 
balances into equality with preferred balances 

One effect will be on the prices of goods With people more eager than 
before to acquire goods for money, the price of goods will be bid up That's 
inflation an increase in P 

If the enhanced bidding for goods doesn't raise their price, it must mean 
that the supply of goods has increased That's an expansion of production 
an increase in Q 

Now if the demand for money balances is a demand for real balances, 
then the rise in P or Q or both will eventually cause the quantity of nominal 
money balances demanded to increase It will continue increasing as long 
as PQ is increasing PQ will keep increasing as long as the public keeps 
increasing its demand for goods, and the public will keep increasing its 
demand for goods as long as its actual money balances are greater than its 
preferred balances 

Does that seem much too complicated to remember? Then don't try to 
remember it Think it through The average amount of money you want to 
hold over some period of time will depend on your anticipated expendi- 
tures during that time If the dollar amount of your anticipated expendi- 
tures goes up, you will probably want to hold more money on average or 
to maintain the sire of your ml balances by increasing your nominal bal 
ances The point of this whole account is that when the Fed allows more 
money to be created than the public wants to hold at the time, the attempt 
to reduce those now excessive balances leads to an increased demand for 
goods, and hence to either higher prices or expanded output or both That's 
an increase in PQ If you're a representative member of the public, your 
"share' of PQ will rise, so you'll want to hold more money than you did 
before It's all quite logical PQ rises in response to the increased supply of 
money until the quantity demanded is equal to the larger quantity now 
being supplied 

The Demand for Money in the Equation of Exchange 

The key to the whole process is the presumed relationship between the 
quantity of money demanded by the public and PQ If the public wants to 
hold money balances equal to ( J / 5 )PQ, the public in effect wants V to be 5 
Suppose that P is 1 00 (100% of the base year), Q is $1350 billion, the public 
wants to hold money balances equal to (V 5 )PQ, and M (we'll use Mj) is 
$270 billion The quantity of money being demanded is equal to the quan- 
tity supplied Then the Fed increases M to $300 billion The public still 
wants to hold only $270 billion, and so people try to buy more goods with 
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their extra money holding*: Tins bids up the pi ices of goods and/or stimu 
jates additional production Until PQ has increased to $1500 billion, the 
public will be holding more money than it wants to hold and as a conse 
quence will be taking actions that raise the level of PQ Equilibrium w«]J 
be reached when-and this is only one of the mam possible combinations, 
of coursc-the price level has risen 10% and real GNP has increased to 
$1364 billion 

Will this same process work m reverse? What would we expect to occur 
if the Fed decreased the money supply to $250 billion m the initial circum- 
stances described above? With GNP al $1350 and the public demanding 
money balances equal to */ of that amount people will find themselves 
holding less monev than thev prefer to hold And so they will reduce their 
demand for goods in an effort to restore their money balances As a conse 
quence, P may fall and Q will probably fall If PQ falls to $1250 billion, 
equilibrium will be restored with the quantity of money now available, 
$250 billion, equal to the quantity demanded, (' )$125D billion 

If the demand for money ('/ ; ) is constant cinnges in the stock of money 
(M) will lead to proportionate changes in nominal gross national product 
(PQ) But two qualifications to this analysis must be mentioned 

Hyperinflation and Velocity 

If the monetary authorities were to increase the money stock so rapidly 
that almost everyone came to expect large increases in the price level, the 
demand for money would almost certainly fall Money would then be an 
asset whose future value relative to other assets was expected to decline 
rapidly People would therefore want to exchange money for other goods 
before this happened Money would become like the Old Maid card that 
ail players try to pass on as soon as they can and the \ docity of circulation 
would rise That's what occurred in the German hyperinflation of the 1920s 

A continuing rapid rate of growth in the money supply caused prices to 
rise, the continuing inflation created expectations of further inflation, 
these expectations prompted an increase in V and an even more rapid 
inflation, the falling real value of money induced the monetary authorities 
to make even more nominal money available inflationary expectations 
increased stiff further and prompted an ever greater reluctance to hold 
money, until finally people quit work earl> m the day to spend their money 
income before it had become almost worthless In such a situation lohrrc no 
out mills to hold money montv i r useless the monetary system disintegrates, 
and exchange must occur through the cumbersome processes of barter 

Interest Rates and Velocity 

That is one qualification to the generalu-ation that changes m M will 
induce proportionate changes m PQ The second qualification is ess 
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exchanging money for other goods The public as a to 1 ' r ~ 
money in this way because one person s surrender of 
native good must be some other persons acquisition ^ “ 
amount of money But the attempt on the part of peop # 
money balances has several kinds of effects that will fir % -* 
balances into equality with preferred balances % , 

One effect will be on the prices of goods With people 
before to acquire goods for money the price of goods will be y 
inflation an increase in P 
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Now if the demand for money balances is a demand for rta % 
then the rise m P or Q or both will eventually cause the quantity o‘y 
money balances demanded to increase It will continue increas r 
as PQ is increasing PQ will keep increasing as long as the publi * 
increasing its demand for goods and the public will keep « 
demand for goods as long as its actual money balances are greater / 
preferred balances 

Does that seem much too complicated to remember? Then don t 
remember it Think it through The average amount of money you w<» 
hold over some period of time will depend on your anticipated exp 
hires during that lime If the dollar amount of your anticipated expend 
tures goes up you will probably want to hold more money on average < 
to maintain the size of your real balances by increasing your nominal W 
ances The point of this whole account is that when the Fed allows more 
money to be created than the public wants to hold at the time the attempt 
to reduce those now excessive balances leads to an increased demand for 
goods and hence to either higher prices or expanded output or both Thats 
an increase in PQ If you re a representative member of the public your 
share of PQ will nse so you II want to hold more money than you did 
before It s all quite logical PQ rises in response to the increased supply of 
money until the quantity demanded is equal to the larger quantity now 
being supplied 

The Demand for Money in the Equation of Exchange 

The key to the whole process is the presumed relationship between the 
quantity of money demanded by the public and PQ If the publ C wants to 
hold money balances equal to (%)PQ the public in effect wants V to be " 
Suppose that P is 1 00 (100°o of the base year) Qis $1350 billion the pub 
wants to hold money balances equal to ( l / 5 )PQ and M (we 11 use Mj) 
$270 b llion The quantity of money being demanded is equal to the t- 
tity supplied Then the Fed increases M to $300 billion The public s 
wants to hold only $ 270 When and so people try to buy more good* 
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expanded opportumbes that liquidity offers One of the costs ,s the income 
foregone by keeping assets in the form of currency or decking depots 
rather than m forms that yield interest It follow then that it higher mter 
est rates the quantity of money' demanded for any volume of anticipated 
expenditures would be less than when interest rates are low 

This suggests our second qualification to the assertion that changes in 
M will induce proportionate changes m PQ Go back ro the numerical 
example employ ed a few paragraphs eirher The \ ubhc initially wints to 
hold money balances equal to ('/ )PQ If PQ is $1 ^50 b,Ihon and M is S270 
billion, the quantity of money demanded equals th» quantity supnhed 
When the Fed increases M to S300 billion the public finds itself holding 
more money than it wants to hold and consequently begins evchmgmg 
money for other assets But those other assets don t hno to be such goods 
as suitcases and porterhouse steal * vwiich are included m the gross 
national product They could also be fimncwl assets like go \cn ment 
bonds or corporate securities 

An increased demand for financial <rc«ls will bid up their pn * ana 
thereby reduce their percentage vicld (A scanty whose o\ ncr^Lpv.Hds 
S10 peryear is returning 8ft when it* price is M23 but only oft i 1 its pr ce 
rises to $167 ) Declining rates of return on securities me xr dedn ny i itcr- 
est rates and hence a lower opporlunit\ cost of holding money As n result 
the public might now be willing to hold mo^ei buncos equal to come 
larger percentage of anticipated expenditure. 

Assume just for purposes of illustration that the prevailing rate o<" return 
on financial assets dots fall as a result of the $30 billion increase in the 
money supply, and that the public consequently deci j< s it s now willing 
to hold money balances equal to 1 , <, of anticipated expenditures in that 
case the new equilibrium would occur with a smaller increase m PQ, PQ 
would increase to only $1440 billion rath r than to $1*00 b llion Tha* 
could be achieved through some such combimtion w a 6ft increase in the 
price level and a rise in real GNP So about $1358 bill on 

The important lesson to be drawn from these qualifications is lint we do 
not have good grounds for concluding tint V is a const ml or that it will not 
change m response to changes in M But the money supply will be an 
important vanable to control, and monetary pohev can be effective c\en 
if that stringent condition is not satisfied It is enough for V to be ‘title 
and predictable Empirical studies of the U $ economy strongly indicate 
that the demand for money n stable and predictable within the range of 
economic experiences since World War II 


Summing Up 

The thread of the argument has now twisted through some fairly un- 
familiar terrain We hope the thread hasn't broken in your hand and that 
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expanded opportunities that liquidity offers One of the costs is the income 
foregone bv keeping assets m the form of currency or checking deposits 
rather than m forms thntueld interest It follows, then, that at higher inter- 
est rates the quantity of money demanded for an) volume of anticipated 
expenditures would be less than when interest rates are low 

This suggests our second qualification to the assertion that changes in 
M will induce proportionate changes in PQ Go back to the numerical 
example tmpio\ed a few paragraphs earlier The public initially wants to 
hold money balances eqml to f 1 , )PQ If PQ is $1350 billion and M is $270 
billion, the quantik of mono) demanded equals the quantik supplied 
VNhcrt the Ted increases M to $300 billion, the public finds itself holding 
more monev thin it wink to hold and consequently begins exchanging 
money for other assets But those other assets don't hive to be such goods 
as suitcases and porterhouse steaks, which are included m the gross 
national product They could also be financial assets like go\ ernment 
bonds or corporate securities 

An increased demand for financial assets will hid up their price and 
thcrcbv reduce their percentage yield (A security whose ownership ) iclds 
$10 per ) car is returning S^owhuuk price is $125, but only 6*1 tf its price 
rises to $167 ) Declining rates of return on securities mean declining inter- 
est rates and hence a lower opportunity cost of holding mone\ As a result 
the public might now be willing to hold moncx balances equal to some 
larger percentage of anticipated expi ndilurc 

Assume just for purpose s of illustration that the prevailing rale of return 
on financial assets does fill as a result of the $30 billion increase in the 
money suppl), ind tint the public consequent!) decides it s now willing 
to hold money balances equal to 1 , s of anticipated expenditures In that 
case the new equilibrium would occur with a smaller increase m PQ, PQ 
would increase to only 51 1 10 billion rather thin to $1500 billion That 
could be acluex cd through some such combination as a 6 °o increase in the 
pnee level and a rise in real GNP to about $1355 billion 

The import int lesson to be drawn from these qualifications is (hit we do 
not have good ground 1, for concluding that V is a constant or that it will not 
change in response to changes in M But the monev suppl) will be an 
important variable to control, .and monetary policy cm be effective e\en 
if that stringent condition is not satisfied It is enough for V to be <lnl»lr 
and pw/irfulfc Empirical studies of the US economy strongl) indicate 
that the demand for money i« stable and predictable within the range of 
economic experiences since World War II 


Summing Up 

The thread of the argument has now twisted through some fairly un- 
familiar terrain We hope the thread hadn't broken m your hand and that 
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expanded opportunities that liquidity offers One of the costs is the income 
foregone by keeping assets in the form of currency or checking deposits 
rather than in forms that yield interest It follows, then that at higher inter 
est rates the quantity of money demanded for any volume of anticipated 
expenditures would be less than when interest rates are low 

This suggests our second qualification to the assertion that changes in 
M will induce proportionate changes in PQ Go back to the numerical 
example employed a few paragraphs earlier The public initially wants to 
hold money balances equal to (%}P Q If PQ is $1350 billion and M is $270 
billion, the quantity of money demanded equals the quantity supplied 
When the Fed increases M to $300 billion, the public finds itself holding 
more money than it wants to hold and consequently begins exchanging 
money for other assets But those other assets don't have to be such goods 
as suitcases and porterhouse steaks, which are included in the gross 
national product They could also be financial assets like government 
bonds or corporate securities 

An increased demand for financial assets will bid up their price and 
thereby reduce their percentage yield (A security whose ownership yields 
$10 per year is returning 8% when its price is $125, but only 6% if its pnce 
rises to $167 ) Declining rates of return on securities mean declining inter- 
est rates and hence a lower opportunity cost of holding money As a result, 
the public might now be willing to hold money balances equal to some 
larger percentage of anticipated expenditures 

Assume just for purposes of illustration that the prevailing rate of return 
on financial assets does fall as a result of the $30 billion increase in the 
money supply, and that the public consequently decides it s now willing 
to hold money balances equal to } s of anticipated expenditures In that 
tase the new equilibrium wuedtf occur wrtiV a sntaifer increase at PQ, PQ 
would increase to only $1440 billion rather than to 51500 billion That 
could be achieved through some such combination as a 6% increase in the 
pnce level and a rise in real GNP to about $1358 billion 

The important lesson to be drawn from these qualifications is that we do 
not have good grounds for concluding that V is a constant or that it will not 
change m response to changes in M But the money supply will be an 
important variable to control, and monetary policy can be effective even 
if that stringent condition is not satisfied It is enough for V to be stable 
and predictable Empirical studies of the U 5 economy strongly indicate 
that the demand for money is stable and predictable within the range of 
economic experiences since World War II 


Summing Up 

The thread of the argument has now twisted through some fairly un- 
familiar terrain We hope the thread hasn't broken in your hand and that 
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How well monehr) pohc\ his done how well it might do and the pos 
siblc costs of usi ig it ire questions we 11 return to when wc tr\ to put all 
the pohtt pieces together in chapters 2a md 26 There ire important rea 
sons as wc shall so n for deferring those questions until we\e brought 
international exchange into our picture But if we iren t yet read} to evalu 
ate solutions we can at least take the ime nova to look more closeh at the 
nature of the problem 


The T fleets of Inflation 

Wh) i< inflation a social ail? It s hud tog et neoplc to take that question 
seriously in a period of furk rapid inflat on whin cvcrv pronouncement 
by politicians union leaders business (xeculi es and television commer 
cials begins with the a h ? j fie that its a grave evil and asks onh what 
must be done to stop it 

In an inflation cv era thing becomes mon expensive \nd tint s obvi 
ousl\ bid isn t it? It would indeed be bid if it vcrc true but it isn t rue 
If the price of r rvll i«q increases jn equal proportion then m real term 
idling has become more expensive \otc ntefull) that cventhing 
includes the services of wage and salary v orkers and ever} kindoffman 
cial asset from mortgages thr High bank deposits to the enti lcmcnts of 
people drawing pensions or social sicuritv benefits Of course ill prices 
do not inert isc m cquil proportion during an inflation ind so some goods 
do become more expensive in real terms Rut it s a logical corollarv tint 
other goods must then become Its expensive in real terms A large part 
of the social problem is we «lnll f ct 5 the tendency of goods to r sc in 
price at different rates durinj a per od of inflation But unless this has 
othercffcdsthalwclmcn Iset mentioned the losses must exactly balance 
the gains A pure inflation does not m iMf m kc a «o icl\ as a whole 
worse off 


Supply Inflation md Demand Inflation 

Pure inflation? The avoid p re should make \ou ■•u picious just as the 
words flluni ? and urn r ought to do in ques ions on a true false test B} a 
pure inflation wc mean a rise in the average price level not caused by an> 
changes in conditions of supply but brought about entirely by changes in 
demand Both kinds of change cm cause such an index of he price level 
as the Consumer or Wholesale Price Index or the GNP deflator to rise But 
they ought to be distinguished conceptualK Intensive crop failures will 
cause food prices to rise Hurricane damage will raijC the price of housing 
in the affected area Airplane hijackings will raise the price of air travel if 
the airlines are compelled to hire security guards The exhaustion of scarce 
mineral resources will raise the prices of all goods subsequently produced 
with resources less suited to the task Work rules or trade regulations that 
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reduce efficiency will cause higher prices These are all examples of price 
increases originating from the supply side In each case the ratio of output 
to input was reduced and there was a consequent reduction in welfare 
VYhen prices n$e with the conditions of supply unchanged however, 
they can only be rising because the monetary demand has increased And 
that is what we mean by a pure inflation A pure inflation is a decrease m 
the value of money relative to all other goods with no change induced by 
altered supply conditions in the values of those other goods relative to 
one another 


CHANGES N THE COMPOSITION OF DEMAND 

Even with total monetary demand In an economy constant the 
composition of that demand will be changing continually Tennis 
will suddenly catch on with the public for example and the 
demand for rackets balls nets and related equipment will rise 
while the demand for other goods declines Will this affect over 
all price indices? It may 

If the production of a particular good cannot be increased 
quickly when the demand for it increases the good s price will 
rise And it may well rise by more than the fall in price of goods 
whose demand has decreased resulting in a net Increase in the 
level of measured prices In general the more inelastic the supply 
curves of goods for which demand is increasing, the greater will 
be the upward pressure exerted on price indices by changes mthc 
composition of demand Should this be called inflation? Does it 
qualify as pure inflation ? There are grounds for answering 
either way But however we label it we will want to distinguish 
increases in the measured price level due to changes in the com 
position of demand from changes due to an increase in the total 
of monetary demand Their causes are different their effects are 
different and they will yield to different remedies 

From 1953 through 1964 when the Wholesale Price Index was 
holding steady the Consumer Price Index was creeping up by 
about l % per year The latter may have been due to the fact that 
consumers were shifting their expenditures more toward services 
and other goods whose production could only be increased at 
sharply higher costs 


We cannot tell merely from looking at a price index to what extent the 
rise in price of a particular good was due to changes in supply conditions 
and how much was due to monetary demand The rise in food prices from 
1967 to the present must be attributed m part to each but sorting out the 
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effect of government acreage restrictions and bad weather from the conse- 
quences of an increased money demand is a difficult task The distinction 
must be made, however, because the causes and consequences are differ 
ent We might say, in fact that price increases originating on the supply 
side are evidence of the problem of increased scarcity There is less of what 
we want than there was before But price increases resulting from increased 
money demand are evidence only of increased money demand A pure 
inflation in and of itself makes no one work harder and forces no one to 
curtail consumption Its effect is like that of going from measurement in 
yards to measurement in feet 


The Redistribution of Wealth 

How does inflation (and we mean from now on price increases due 
entirely to increased money demand) create social problems? What prob- 
lems does it cause? In the first place, it redistributes wealth and income 
For when aggregate money demand increases, all prices will not increase 
m the same proportion and at the same time Some prices are set for only 
short periods of time and can move up quickly m response to increased 
demand examples are the prices of farm products and many of the raw 
materials used in industrial production Other prices like those at a retail 
grocery chain, are revised less frequently and so respond less quickly to 
demand Commercial and residential rents are usually set by contract and 
often cannot be changed for long periods although there are ways for 
landlords to compel a reopening of the contract and negotiate a higher 
rental, these procedures entail additional costs to the landlord Wages and 
salaries are typically established by agreements that are supposed to 
extend over longer periods of time these agreements can also be renegoti- 
ated during the contract period, and some will even contain formal clauses 
calling for renegotiation if certain conditions change But wages and 
salaries tend to be less quickly responsive to increased money demand 
than retail prices and somewhat more responsive than rental prices There 
are many prices that cannot be raised quickly, because to raise them 
requires the consent of a regulatory body that may move with glacial 
speed railroads, airlines, gas and electric utilities, and telephone com- 
panies all complain of their inability to respond quickly enough to an 
increased money demand Then there are creditors who have made long 
term loans and cannot raise the payments they regularly receive for that 
service until the loan matures perhaps twenty-five years in the future On 
the other hand, consider the happy position of the federal government 
selling us national defense and a variety of social services and charging a 
price (the personal income tax) that not only increases, but increases at a 
progressive rate as monetary demand increases The net result of ail this 
is that inflation redistributes income 
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Prices that respond more slowly to increased demand don t necessarily 
increase less sometimes they just take longer to get where they re going 
But that still means that income is redistributed during the transitional 
period Compare the prices of food and of clothing, relatively quick 
responders with the price of rental housing, a slow responder, durmgand 
after the sharp inflation at the onset of the Korean War Table 22 A shows 
the percentage increases from the preceding year for each 


Table 22A 

PRICE INCREASES FROM PRECEDING YEAR 


Food 

Rent 

Clothing 

1951 

+ 11 1% 

+ 40* 

+ O0% 

1962 

+ !<”» 

+ 41* 

-09% 

1953 

15% 

+ 54% 

-06% 

1954 

-02% 

+ 36% 

-01% 


Source Bureau of Ubor ^titist cs 


But that s ancient history to those who weren t born until after 1954 
Let s compare some differential rates of price increase for the protracted 
inflationary period from 1967 to 1973 (We II examine inflation since 1973 
separately because it tells a somewhat different tale } Table 22B gives the 
percentage increases from average price levels in 1967 to average levels in 
1973 Plus signs are superfluous in th stable there were no decreases 
Compare these with another significant set of figures The mean hourly 
wage of production or nonsupervisory workers in private nonagncultural 
industries increased over the same period by 46 5% Per capita disposable 
income increased by 52 6% The statement often made in this period that 
inflation was eating into the average American s take home pay and 
reducing his real income is simply untrue Real per capita disposable 
income rose 20 3% between 1967 and 1973 The mean real hourly earnings 
of production workers rose 10 1% and their reuf spendable weekly earnings 
rose4 6 a o Part of the difference between these last two figures by the way, 
can be attributed to the higher personal income and social security taxes 
paid in 1973 They averaged 10 7% of gross weekly earnings in 1967 but 
12 3% of 1973 eanungs 

Who is hurt by inflation then? Not necessarily the average American 
worker celebrated in speech and story along every campaign trail m the 
land 1 Sharpen up your sense of melodrama on the news that landlords 
and holders of mortgages are among the chief victims of inflation 1 
The income redistribution effects of inflation depend heavily, however. 


1 Remember though that the mean like a!! averages conceals 3 fferences All workers 
d J not fare equally well. 






Table 22 B PRICE INCREASES FROM 1967 TO 1973 

Food 

Rent 

Clothing 

Medical 

care 

Transportation 

Fuel oil 
and Coal 

Gas and 
Electricity 

41.4% 

24.2% 

26.8% 

3 7.7% 

238% 

36.0% 

26.4% 


Source; Bureau of Labor Statistics 


on how rapidly the inflation occurs and how well it has been anticipated. 
From January, 1973 to July 1974, the consumer price index rose 16.1%. 
Over this same period the average hourly wage of production workers 
increased only 11.9%, and the real hourly wage fell by 3.3%. Other avail- 
able evidence supports the thesis suggested by these data. When prices 
are increasing slowly, workers can keep pace, but they fall behind when 
the inflation rate steps up. landlords also suffered, by the way, as rental 
rates on housing increased only 7% over this period, or by less than half 
as much as the average of all items included in the consumer price index. 
(You're wrong if you think we're ridiculing landlords. Our intention is to 
call into question the strange but widely shared belief that owners of rental 
housing are all wealthy, and that they can usually gouge additional rent 
from tenants at the twirl of a moustache.) 


Victims and Beneficiaries 


Data on average hourly wages, per capita income, or rental prices con- 
ceal a lot of internal differences, of course. And differences are the heart of 
the problem. Inflation redistributes income because some sellers can raise 
their prices more quickly in response to a demand increase than can others. 
During inflationary periods, people whose income derives from prices 
that increase more slowly than the average surrender purchasing power to 
people deriving income from prices that increase more rapidly. They quite 
understandably resent inflation and insist that the government do some- 


thing about it. , 

These victims of inflation find political allies, interestingly enough, 
among many of the beneficiaries of inflation. The political significance of 
inflation and the strength of popular pressure on government to control it 
(or at least seem to be controlling it) can only be appreciated if one under- 
stands why the beneficiaries of inflation so often join in denouncing it. 1 he 
principal reason is that they think they too are victims. 

Someone who receives a 10% salary increase almost inevitably regards 
the raise as completely merited, only just, perhaps long overdue. The fact 
that 8 of those 10 percentage points may reflect nothing but an increase or 
an anticipated increase in the price of the worker's product is no. some- 
thing that can be readily observed. So it's overlooked. If prices then rise by 




FARM TRICES A\’D FOOD TRICES 


The relation between the prices consumers pay for food apd 
the prices farmers receive for their products has enormous politi 
cal importance The public generally rcgird> r sing food prices as 
a great cvi! but farmers and their political allies become deeply 
disturbed when prices for agricultural products decline Overlong 
periods of time these two Indices do tend to move together Dot 
over shorter periods they can and often do move quite diversely 
as the table below shows And during a period when prices at the 
store ire rising while prices at the farm are declining, the volume 
i of political protest rises rapidly Silence usually reigns however, 
when food prices arc lagging behind the rate of increase in farm 
prices 




Farm 



Farm 


Food 

Products 


Food 

Products 


in the 

in the 


nthe 

in the 


| 

1 

Wholesale 


Consumer 

Wholesale 


Price Index Prire Index 


Dice Index Price Index 

1960 

m 

972 

July 1973 

MOO 

1733 

1961 

891 

963 

Aug 

149 4 

2133 

19o2 

809 

980 

Sept 

1483 

2004 

1063 

912 

946 

Oct 

1484 

1884 

1964 

924 

946 

Nov 

1500 

184 0 

1905 

044 

937 

Dec 

1513 

1872 

I960 

991 

1059 

Jan 1974 

1537 

202 6 

1967 

1000 

1000 

Feb 

1576 

2056 

1968 

1036 

ms 

Mar 

1591 

1970 

1°69 

1089 

1091 

Apr 

158 6 

186 2 

1970 

1149 

1110 

May 

159 7 

1808 

1971 

118 4 

1129 

June 

1603 

168 6 

1972 

123 5 

1250 




1973 

1414 

1763 





Notice that over the First six months of 1974 the index of food 
pnccs rose atanflnsW rate of about 8 1 “» while the index of farm 
product prices fell at an annual rate of about 40% That is a sure 
formula for political unrest despite the fact that farm product 
prices in June 1974 were 63 6% above their 1967 level while food 
prices wire only 60 1% higher than they had been in the index 
base year 
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6% during the same period because of the same increase in aggregate 
demand that accounted for 8 of the 10 percentage points m his last raise, 
the worker will not rejoice m the fact that he gamed from inflation Instead 
he will complain that inflation has eaten up 60% of his last raise, and start 
thinking about ways to restore his loss through another salary increase 
We all tend to regard increases m our own money income as our just 
desert Increases m the general pnce level, however, are bad and should be 
prevented But prices are not only costs Looked at from the other side, 
they're the components of income We just don't tie the two together 

Inflation is almost universally unpopular, even with the beneficiaries of 
its redistribution effects, because of the myopia and self-centeredness that 
causes most of us to regard increases in our own incomes as fully justified 
and increases m the prices we must pay as a failure in the system Govern- 
ment will receive no credit, obviously, for getting me what 1 deserve and 
have fully earned, but it will be blamed for creating or tolerating a situation 
in which others are able to rob me of my gams through higher prices 

Effects on Production 

Illusion thus plays a major role in making inflation unpopular and 
creating pressure on governments to do something about it But the costs 
of inflation to a society as a whole are not completely illusory Imagine a 
situation m which the \anous state governments controlled the standards 
for weights and measures Suppose further that the officials in most states 
had come to the conclusion that the only way to effect a shift to the metric 
system was to sneak it over on people by gradually expanding the inch 
until it had become one thirty-sixth of a meter So at periodic but unpre* 
akt’aii’e interval's, t'Ae cAiciaik of various' slintar wucnV cnimjUViCtf Air ukir 
jurisdictions an official increase m the length of the inch— "never enough 
to notice," as they might say, but enough to push the inch over ten years 
from its present length of 0254 meters to the desired length of 027% 
meters 

Where would the costs of such a procedure show up 7 In resources 
devoted to guessing the timing and rate of changes and insuring against 
the consequences of mistakes, in resources spent on coordinating decisions 
among states with inches of temporarily varying length, in resources 
employed to fit tools conforming to older specifications to products made 
to newer specifications, in resources wasted on the correction of mistakes 
arising from the increased uncertainty' and the complexity of the coordi 
nating task The real costs of inflation to a society are like the costs just 
described 

It is sometimes said that inflation is merely a change in the length of 
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the measuring instrument Let that be true it does not follow that inflation 
has no real costs An elastic measuring instrument is a serious problem 
whenever decisions have to be coordinated over space and time A grave 
danger arising from the experience of inflation is that people will devote 
so many resources to dealing with the inflation that production will 
decline substantially 


PRICES SUBJECT TO CHANGE 

When prices ate rising rapidly catalogs qu ckly become out of 
date And companies that sell heavily through catalogs run into 
problems Because customers often become angry when told after 
ordering a good that it is only available at a price higher than the 
one listed in thecatalog companies prefer to stand by theircatalog 
prices But if prices rise by 10% per year a company that issues its 
catalogs annually may take a severe beating on goods sold shortly 
before its new catalog is issued One solution is putting catalogs 
out more frequently Another is to issue smaller special catalogs 
at various times throughout the year But either solution raises the 
firms cost of doing business 


Acceleration and Hyperinflation 

In a hyperinflation such as some countries have experienced as a result 
of wars and as Germany experienced in a spectacular way from 1921 to 
1923 the measuring instrument becomes worthless The purchasing power 
of money becomes so unpredictable that money is no longer useful barter 
replaces monetary exchange inefficiencies multiply and production finally 
collapses But inflation of the kind experienced in recent ) ears in the United 
States is a much different thing from the German inflation of the 1920s 
when prices rose more than 60 billion percent in a single year The German 
experience stands as a warning however and raises the question whether 
inflation can be contained once it gets beyond a certain rate The economy 
can adjust to creeping inflation and occasional gallops weve done it 
successfully ever since the 1930s But our past success in containing infla 
tion may have been due in large part to the fact that inflation was not 
expected to continue at any considerable rate Once inflationary expecta 
tions become general and everyone tries to keep up by getting ahead 
won t the rate of inflation tend to increase 7 And finally reach hyperinflation 
levels 7 

That certainly can occur Suppose that everyone anticipates regular and 
large future price increases That means they expect the value of money to 
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fall relative to the value of other assets A rational phn of action for some 
one with these expectations is to hold money balances to a minimum But 
this increases the money demand for goods raises their prices farther and 
faster and creates aggravated expectations of inflation that further reduce 
the demand to hold money At the limit where desired money balances 
are zero the velocity of money circulation is infinite M times V is a very 
large and inflationary money demand indeed when the value of V is 
infinity 

I i\ing with Inflation 

On the other hand quite a few countries ha\ e lived with rates of inflation 
in recent jears well beyond anything weve experienced and without 
moving toward hyperinflation and economic collapse The annual rate of 
change m the Brazilian price level from 1952 through 1973 was about 30% 
and went up and down from rates near 10% to rates of almost 100% over 
the course of a single year And Brazil has survived It has done so m part 
by extensive use of what is called indexing A familiar example of indexing 
m this country is the escalator clause m wage contracts that calls for auto 
matic wage adjustments when the price index changes Social security 
benefits are also indexed by hw to prevent their real value from declining 
as prices rise We could go much farther in this direction All wages 
salaries rents and pensions could be indexed Congress could also adjust 
the progressive income tax so that higher rates come into play only when 
rf/ii income rises The rate schedules used by public utilities could easily 
be indexed 5o could many kinds of financial assets The federal govern 
ment might provide a simple safe hedge against inflation to the unsophis 
heated saver of modest means by selling bonds whose value changes with 
the Consumer Price Index 

atUaALtn.ha.vp^rrvented.irLUch of 
the income redistribution that inflation normally causes And it may have 
promoted efficiency by reducing uncertainty for investors But with the 
gradual extension of the system so that it compensates more fully and more 
quickly for all increases in the price level Brazil may now be on the verge 
of building inflationary expectations so solidly into the economy that 
inflation will start feeding on itself For example an increase in the price 
level will call for higher wages the money supply will have to be increased 
to pay the higher wages and the larger money supply will pull prices up 
even faster It s a way of living with inflation that is full of difficulties and 
dangers 

Inflation and Social Stability 

And how well has Brazil survived 7 Contemporary Brazil is no one s 
model of a free and democratic society We can only speculate about the 
extent to which the social tensions generated by inflation contributed to 
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the social disorder that in turn produced a military dictatorship in 1964 
But it is a fact that the annual rate of inflation rose rapidly in the early 
sixties, from 40% to 55% to 60% per year in 1963, and on up to an annual 
rate of 150% m March of 1964 Then production collapsed and a military 
government seized power And it was this military government that cut 
through complexities and conflicting interests to establish an indexing 
system It is not obvious what the experience of Brazil has to teach us 
Political freedom and democracy rest in any society upon a substantial 
social consensus People must believe that they are net beneficiaries of the 
"system," of the kinds of interaction that the political and social structure 
allows and encourages When people come to believe that they are more 
the victims than the members of a society, they withdraw their allegiance 
and desert the consensus And the alternative to government by consensus 
is government by force The point of this excursion into political philos- 
ophy is that inflation generates a widespread sense of injustice, even-as 
we argued earher-among its beneficiaries If rapid inflation fosters social 
instability, it may be a serious threat to political freedom and democratic 
rule 


Once Over Lightly 

Economists interested in income-expenditures analysis tended to 
neglect money and monetary policy after the appearance of Keynes's 
General Theory They argued that the supply of money affects the level of 
economic activity primarily through its effect on interest rates and their 
effect in turn on investment expenditures, and that this effect is of minor 
importance in countering the impact that expectations have on investment 

Interest in money and monetary policy revived as the fear of depression 
diminished in the 1950s and concern about inflation increased New 
inquiries into the importance of money were grounded in the equation of 
exchange, MV st PQ, which expresses the identity between the stock of 
money times its velocity of circulation and the average price of goods times 
the quantity of goods exchanged 

The effect that changes m the supply of money will have on the level of 
aggregate economic activity depends on the behavior of velocity The 
velocity of money circulation when inverted becomes the quantity of 
money demanded expressed as a fraction of PQ Changes m M will there- 
fore have predictable effects on PQ insofar as the demand for money is 
stable and predictable 

If M (the quantity of money supplied) and PQ/V (the quantity of money 
demanded) are not equal, then the public will want to hold some different 
quantity of money from the amount the monetary authorities have made 
available The public's efforts to increase or decrease its money balances 
will lead to a decrease or increase in the demand for goods (Q) and a con- 
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sequent decrease or increase in PQ This can occur through changes in real 
output, changes in prices or both Since the demand for money balances 
is a demand for real balances, the quantity of nominal money demanded 
will increase or decrease with PQ until it equals the quantity of nominal 
money available to hold In this way, changes m PQ become the equili- 
brating mechanism that brings the preferred level of money balances into 
equality with the actual level of money balances or M 
Cksttgesict M nay themsdwes cause the quantify of money demanded 
to change in the same direction and reduce the impact of changes m M on 
PQ This occurs through the effect of money-supply changes on interest 
rates The opportunity cost of holding money will mcrease if interest rates 
rise as a consequence of restrictive monetary policy, and so the public will 
want to hold somewhat smaller money balances {that is, V will mcrease) 
Larger money balances will be desired if interest rates decline in response 
to an increase m the supply of money (V will decrease) 

Inflation should not be thought of as an mcrease in the pnce of every 
thing, but rather as an increase m the price of everything lelaltve to money 
But if everything actually increased in pnce relative to money inflation 
would be a very minor problem Inflation is a social problem in large part 
because prices of goods rise at different rates and thereby redistnbute 
income and wealth 

Inflation is politically unpopular because those who gam from inflation 
often mistakenly assume that they have been harmed by it They blame 
inflation for increases in the money price of goods they purchase but fail 
to credit inflation adequately for increases in the money price of goods 
they sell 

Inflation is capable of reducing aggregate real output by increasing the 
real costs of coordinating economic decisions 
While there are ways to reduce the vNea/tfi-redistridufing effects of 
inflation, there may be none that are both politically feasible and unlikely 
to accelerate the inflation 


QUESTIONS TOR DISCUSSION 

1 How do interest rates affect investment spending 7 

(n) How do higher interest rates affect residential construction 7 

(t) Shall wc maintain production and allow our inventories of unsold 
goods to rise, or should we shut down production until we ve managed to 
sell off most of the finished goods now in the warehouses 7 How might the 
level of interest rates enter into this decision 7 
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(t) An electric utility postpones construction of a new generating plant 
because the market price of its bonds is disappointingly low How does this 
illustrate the investment-interest rate relat onship? 

(i) A corporation plans to begin a huge capital expansion program and 
use proceeds from a sale of new stock to finance the program But common 
Stock prices decline and the firm postpones the stock sale and the invest 
ment program it was intended to finance Does that have anything to do 
with interest rates? 

(r) Higher interest rates don t deter any business firm thathas a profitable 
use for the money If we can make 30% or an investment we re going to 
invest whether we can borrow at 3% or have to pay 12 % Evaluate 

(/) The higher the interest rate 1 can get the more 1 m going to invest 
Investment increases as interest rates rise Is that right? Reconcile these 
sentences with the text s analysis of the investment-interest rate relationship 

2 Can the monetary authorities raise or lower interest rates by decreasing or 
increasing the money supply? What limitations exist on their ability to do 
this? 

3 Is a negative interest rate an absurd conception? Can you cite any negative 
(real') interest rates n recent years? What was the real rate of interest earned 
on $100 in a 5% savings account during 1974 when the price leve rose 12% 
If you were a business executive able to borrow short term money from the 
bank at 8% would your decision on whether or not to go ahead with the 
loan be affected by your expectations regarding the behavior of prices m 
the coming year? 

4 A recession occurs when MV is less than PQ Evaluate that assertion 

5 If V is constant will an increase in M be more likely to raise P or Q? What 
are some of the factors that might determine the relative impact on P or Q? 
Would it make any difference whether the increase in M came about 
because of Treasury borrowing or because of private borrowing? 

6 If P rises while M remains constant what happens to real money balances? 
If people were holding the r preferred level of real balances prior to the 
increase in the price level what actions might they take to restore the level 
of their real balances? Can inflation occurring simultaneously with a zero 
rate of growth in the money supply cause a recession? 

7 We cannot predict the effect of a change in the rate of growth m the money 
stock on the velocity of circulation unless we know how it affects people 5 
expectations regarding futm changes in the price level Evaluate that 
argument 

8 Suppose the Fed substantially increases the reserves of commercial banks 
and the banks use these additional reserves to add more government secu 
nties to their portfolio of earning assets How will this affect the yield on 
government securities? Why will it tend also to affect the yield on corporate 
bonds and mortgages? 
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9 Numerous public opinion surveys in 1974 and 197a revealed that the majority 
of Americans regarded inflation as a more senous threat than unemploy 
meet 

(a) Does this raiph that the majority of Americans would prefer un 
employment with stable prices to being employed in a time of rising prtccs 7 

(t) If the management of a firm allowed empIo\ees to vote on whether 
the firm should lay off 10% of the employees or reduce wage rates b) 5% 
how do you think they would vote? Do you think it would matter whether 
the workers laid off were to be the ones with the least seniority or were to 
be chosen by a lottery? 

10 If inflation redistribute-: income and wealth there will be gainers as well as 
losers Which classes and categories of people are most liMy to gain from 
an inflation 7 Which ire mo»t likely to lose 7 V\hat difference does it make 
how well the inflation is anticipated? 

11 Supply and demand conditions w the market for college professors have 
changed markedly from the 1060s to the l°70s Is it easy for college admin 
istntors to lower salaries when supply increases and demand decreases 7 
What reaction would you expect from professors who were told that market 
conditions call for a 7% reduction in their annual salary 7 VShat reaction 
would you expect from them if they were told that the budget will not allow 
for any salarv increases this year although the Consumer Price Index has 
risen 14% since last \ear? Dots inflation ease the process of making relative 
price and wage adjustments? 

12 Some people argue that the complexity of federal tax laws generates sigmfi 
cant social waste It encoungts the extensive use of valuable resources 
(accountants lav -y ers) in searching for loopholes and prompts people toward 
inefficient activities that are profitable because of tax law quirks Does infla 
tion generate similar kinds of waste 7 

13 Secretary of the Treasury William 5imon told the House V\ ays and Means 
Committee in 1975 that there was no subtler and surer means of overturning 
the existing basis of society than to debauch the currency that is create 
continuing inflation (Mr S mon cited Keynes and Lenm in support of this 
position ) Do y ou agree? 




THE ECONOMICS AND POLITICS 
OF INTERNATIONAL TRADE 


No introductory textbook known to us contains a separate chapter on 
mters/u/c economics But lnterndfioim/ economics has its own section in 
almost every text its own courses in departmental cumcuh and its own 
specialists working m business government and universities Why is this 7 
The answer is that specialization and exchange the social processes that 
economics attempts to explain often encounter peculiar difficulties when 
they are conducted across national boundaries Unique problems of coor 
dilution arise in international exchange International economics tries to 
explain the origin of these problems and the consequences of the varied 
-way;, in Wrvit’n xnfrmiraa'is an&TOfaMfih gwemmetivs 


NATIONALISM AND INTERNATIONAL TRADE 

The statement is often made that nationalism is obsolete in this era of jet 
planes, space travel, radio-television communication and nuclear weap 
ons If obsolete means no longer appropriate the statement may be correct 
But if it means no longer in existence the statement is demonstrably false 
National governments still erect barriers to trade at their boundaries still 
pursue domestic policies that presuppose restnctions on exchange with 
other nations, and still try to solve domestic problems by treating for 
eigners as enemies rather than as potential partners in mutually advan- 
tageous specialization We may regret this but we cannot afford to ignore it 
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These two chapters on the international economy are inserted here, prior 
to our final look at the economics and politics of stabilization policies, 
because to a large and growing extent domestic stabilization policies are 
not likely to succeed unless they take account of international repercus 
sions In one sense national governments have always known this The 
assumption that domestic prosperity can be achieved by managing foreign 
trade in appropriate ways is as old as the nation-state itself In another 
sense, however, national governments have been insufficiently attentive to 
international repercussions They have too frequently assumed that other 
nations would remain passive in the face of economic aggression, and they 
have underestimated the ingenuity of those with an interest in circum 
venting international barriers to voluntary exchange 

An effective stabilization policy for the United States economy today 
must be constructed in an international context In the past few chapters 
we have disregarded the effects of international trade on total output and 
income, focusing exclusively on the domestic determinants of the money 
supply and the price level This was a seriously misleading omission that 
we must now begin to correct 

How Important Is the International Trade Sector? 

In table I7A we saw that net U S exports constituted one of the four 
components making up the aggregate demand for gross national product 
Because the numbers in the net exports column were relatively small 
neglecting them may not have seemed a serious omission But there's a lot 
of activity hiding behind those small numbers and the activity has been 
increasing in recent years The value of United States exports in 1974, as 

by \Y.t tern vi tanum. AffaVysA,m i s$>\& IVittwm fywk* 
tracting the $138 1 billion worth of imports, we arrived at the seemingly 
insignificant total of $2 1 billion for net exports But $140 billion I s 10% of 
the gross national product A substantial share of domestic production 
occurs, in other words in response to foreign demand And a moment's 
thought should make it clear that if all foreign trade suddenly stopped 
the decline in our imports would not compensate for the loss of export 
markets It s true that $138 billion is almost as much as $140 billion, but 
the composttm of our demand for imports is vastly different from com 
position of foreign demand for our exports A disruption of international 
trade could therefore have disastrous effects on gross national product 
and employment, even though the little number showing "net exports' 
hardly budged 

We said that international trade has become increasingly important in 
recent years The trend is apparent from table 23A, which shows U 5 
exports as a percentage of gross national product in recent years The 
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increase is partly a statistical illusion The Bureau of Economic Analysis 
has improved its procedures for keeping track of exports and imports But 
this only means the percentages for earlier years were understated The 
important fact is that exports are now about 10 % of the entire output of 
the economy 


Table 23A 

Year 

US Exports 
(m billions of dollars) 

Exports as % 
of GNP 

1950 

513 8 

4 8°o 

1954 

178 

49 

1958 

231 

52 

1962 

303 

54 

1966 

414 

58 

1970 

62° 

64 

1974 

1402 

100 


Source Bure hi of Economic Analysis 


How Independent Are National Economies 7 

There is another way to point up the dangers in ignoring Internationa! 
trade From 1958 to 1964, consumer prices in the United States rose at an 
average annual rate of 1 2% From 1971 to 1973 they rose at a rate of 4 8% 
per year, four times as rapidly as in the JQ58-1°64 period What was hap- 
pening during these same periods in some of the countries with which the 
United States traded extensively? Table 23B compares the rates of increase 
in the consumer price level in ten countnes 
In each country, consumer prices rose significantly faster in the 1971-73 
period than they had in 1958-64 In every case but one, the annual rate of 
increase was between 3 5 and 5 8 percentage points greater in the later 
period That seems odd at first glance Each country has its own central 
bank, its own government budget, and its own institutional structures for 
price and wage setting, yet consumer prices changed m a strikingly similar 
way This looks like a remarkable coincidence only until we realize that 
domestic price levels are affected significantly by international exchange 
Does any other assumption really make sense though 7 We don't expect 
prices in Arizona to diverge significantly from those in Louisiana, despite 
the considerable geographic and cultural differences between the two 
states Paris is closer to Boston than Honolulu is Why then should we 
expect the same forces to determine income and price levels in Hawaii and 
Massachusetts but not in Massachusetts and France 7 



Table 23B INCREASES IN CONSUMER PRICES 


(annual rates of change) 



1^58-64 

1971-73 

United States 

12% 

48 % 

Canada 

13 

62 

United Kingdom 

24 

82 

Germany 

n 

63 

Japan 

48 

83 

France 

43 

63 

Italy 

42 

81 

Switzerland 

22 

77 

Netherlands 

27 

79 

Belgium 

17 

62 


Sources Bureau of Labor Statistics International Monetary 
Fund Organization for Economic Cooperation and Develop- 
ment Data compiled by Research Department Federal Reserve 
Bank of St Louis 


National Currencies and National Interests 

One reason to expect differences might be the fact that France and the 
United States use different currencies And this does Indeed turn out to be 
a central issue If every society in the world used the same medium of 
exchange the chapters on international exchange in economics textbooks 
could be very short They might even be left out altogether But almost 
every nation has its own kind of money As a result, exchanges between 
the citizens business firms, or governments of different nations require an 
extra step the buyer's money must be exchanged for the seller's money 
before the transaction can be completed This gives rise to special prob- 
lems More importantly, it provides an opportunity for the (nation of spe- 
cial problems, with governments usually functioning as the creative agents 

Why don t all nations use the same medium of exchange as the separate 
states do in this country? How did national monetary systems come into 
existence and why do they persist? 

The ideal would seem to be a single world monetary unit Is that impos 
sible? The world is presently moving toward universal adoption of the 
metric system Why not a universal money as well? Think how incon 
vement it would be if every state in this country had its own medium of 
exchange Interstate transactions would always require foreign exchange 
purchases, an added nuisance and an added uncertainty as well Producers 
buying or shipping out of state would have to pay attention to fluctuations 
in exchange rates, since a substantial change that went unnoticed could 
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mean a large loss on a purchase of supplies or a contracted sale There 
would probably be far less interstate trade and consequently less oppor 
tumty to gam from the varying comparative advantages of each state One 
of the reasons economic growth has occurred more rapidly in the United 
States than in the separate nations of Europe is the larger market in this 
country to which producers can sell and withm which buyers can choose 
Adam Smith, perceptive as usual noted that division of labor-what we 
would now call the exploitation of comparative advantages-was the prin- 
cipal source of increases m the wealth of nations and that the division of 
labor was limited by the extent of the market 
But hoping for a unified world monetary system is probably putting the 
cart in front of the horse If the peoples of the world woke up tomorrow 
and found themselves all using the same medium of exchange, they would 
be no less nationalistic than they are now They would presumably still 
want to secure gains for their country at the expense of other countries, 
and they would still be m the grip of those popular mythologies which 
insist that buying at home benefits the home economy Their governments 
would continue interfering m various ways with international trade More 
over, policymakers would probably discover before long that having a 
separate national money makes it easier to interfere with foreign trade and 
to pursue independent economic policies And so secessions from the 
world system would probably begin rather quickly The point is that 
while one money would help to create one world, it also presupposes one 
world And that isn't where we are at the three-quarter mark in the twenti- 
eth century 


The Evolution of National Monetary Systems 

The world has to some extent always had a unified monetary system 
Certain metals, especially gold and sifver have functioned tor thousands 
of years as universally accepted mediums of exchange How did they come 
to acquire such wide acceptance? The answer lies in some combination of 
rareness, distinctiveness, beauty malleability, and high ratio of weight to 
volume These characteristics helped assure that the medium of exchange 
would be scarce, easily recognized divisible into convenient units, por- 
table, and hard to counterfeit, all of which are characteristics of a success 
ful money Contemporary national monetary units e\ olved from gold and 
silver, or specie money 

There were many reasons for this evolution To begin with, specie 
provides a much more convenient money when it has been minted into 
coins of a certified weight And government was a logical candidate for the 
job of minting and certifying By putting a little less metal into the coin 
than was indicated by its stamped value, the government could even earn 
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regulate, then began to issue, and finally claimed the exclusive right to 
print paper money 

As long as ail paper money was redeemable in gold at a fixed rate each 
nation's paper money had a fixed value relative to that of every other 
nation If a twenty-dollar Federal Reserve note can be exchanged for 
1 ounce of gold and a twenty-pound Bank of England note for 5 ounces of 
gold, then 1 British pound will exchange for5 American dollars Banknotes 
that promised to pay gold to the bearer on demand did not always fulfill 
their promises, of course We described briefly in chapter 18 the vicissi 
tudes of privately issued banknotes in this country Government issued 
notes that were not redeemable in specie would also fluctuate in value, 
introducing shifting and uncertain disparities between the price of goods 
in gold dollars and the price of the same goods in paper dollars When 
governments obtained effective control of paper money issue, however, a 
new possibility appeared A note that promised 20 dollars in gold prom 
lsed 1 ounce of gold only if Ike value of a dollar tins % 0 ounce of gold Could 
governments possibly change the gold value of the dollar (or the pound or 
the franc) to achieve certain policy objectives? 

The fact is that anyone with sufficient control over supplies of gold and 
paper dollars can set the value of each in terms of the other through buying 
gold with dollars whenever the price of gold falls and selling gold for 
dollars whenever it rises This is called pegging the dollar to gold or, alter 
natively, pegging gold to the dollar National governments concluded m 
this century that they did have the power to peg their currencies and there 
by to fix the rate at which their monetary units exchanged for the monetary 
units of other nations And that conclusion was another major step toward 
the nationalization of the international economy 


EXCHANGE RATES- CAUSES AND CONSEQUENCES 

Any description of the evolution of national monetary systems runs the 
risk of exaggerating the power of national governments We noted at the 
beginning of this chapter that governments have persistently under- 
estimated the ingenuity of those whose interests conflicted with the goals 
the government was pursuing through its international policies No 
government has ever been able to peg its monetary unit to gold or to any 
thing else m an arbitrary way The dollar value of gold and the gold value 
of the dollar are prices, and prices affect behavior which in turn affects 
prices 

Let's suppose that the U S government pegs the dollar at %5 ounce of 
gold and the German government pegs the mark at l / 140 ounce of gold 
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(The exposit on w 11 be much simpler if we assume there are only two 
nat ons in the world the principles are the same for any number of 
nations ) What will now occur? 

To begin with Americans wi I now be able to purchase 4 marks for 1 
dollar and Germans w II be able to purchase I dollar for 4 marks The two 
currencies are linked to each other through their common link to gold 
The exchange rate between dollars and marks is 1 dollar 4 marks 1 

The important fact is that this exchange rate determines, the price to 
Americans of German goods and the price to Germans of American goods 
A Volkswagen for example that carr es a factory prce tag of 10 000 marks 
will carry also an imp! cit price of 2500 dollars If the exchange rate were 
1 dollar for 5 marks a 10000 mark price would be a 2000 dollar pr ce 
Meanwhile a factory price tag of 3000 dollars on a Chevrolet would be 
read by Germans as 12 000 marks if the exchange rate is 1 dollar for 4 
marks At a rate of 1 for 5 the Chevrolet though its factory price remained 
unchanged would seem to a German to have gone up n price to 15 000 
marks 


Demand and Supply 

It follows that the attractiveness of foreign goods w 11 depend on the 
exchange rate and on the price levels m each country A devaluation of 
the dollar relative to gold will raise the dollar price of the mark lower the 
mark pnce of the dollar cause German goods to look less attractive to 
Americans and cause American goods to look more attractive to Germans 2 
German imports {equals American exports) would consequently tend to 
increase and American imports (equals German exports) would tend to 
decrease 

The demand (or marks curve in figure 23A says that at prevailing 
pnce levels in the two countries Americans will demand 12 million marks 
to purchase 12 m llion marks worth of German goods At 40C per mark 
they will demand 10 million marks at 50c they will demand 8 million at 
25c they will demand 16 million It just so happens that in each case Amen 
Cans will be supplying 4 million dollars 33 ! / a c X 12 million 40f X 10 
million 50c x 8 million 25c X 16 million all equal 4 million dollars {The 


1 The post World War 1 system under wh eh the mark was pegged directly to the dollar 
v II be d cussed n the next chapter 

2 Students a e often confused by the fac that a devaluat on somet mes looks at f r$t 
glan e I ke a rtvaluat on (the wo d always mphes an vpvxt i revaluat on) You have lo th nk 
about t for a mornen to see that, when the mark goes f om 25 ten s to 30 cents th > s a 
decline n the value of the dollar and an ncrease n the value of he mark The Brtsh pound 
Wisievnlu dml4t>7 when it was changed from $2 80 to $2 40 The value of the dollar n ret (i 
relative to the pound 




QUANTITY OF MARKS PER 
TIME PERIOD fm millions) 



TIME PERIOD (m millions) 


demand for marks is mill elastic ) On the right side of figure 23 A we have 
drawn the supply curve of dollars, consistently with the demand curve for 
dollars, as a vertical line at 4 million dollars 

The supply curve for marks (on the left graph) shows that Germans will 
offer 12 million marks to obtain dollars at every price of marks within the 
range shown That translates into the demand for dollars curve shown 
on the right graph 3 million dollars demanded at a price of 4 marks per 
dollar, 4 million dollars at a price of 3 marks, 6 million dollars at a pnce of 
2 marks (The unit elastic ty of the two demand curves, which yields ver- 
tical supply curves in each case is another ex positional simplification and 
not an empirical assertion ) 

The same conclusion emerges from either graph The gold pnce of the 
dollar and of the mark must be set so that 1 dollar exchanges for 3 marks 
At any other exchange rate, given the price levels in each country, the 
quantities of each currency demanded and supplied will not match 


Figure 11 A At any exchange rate other 
than 3 marks = 1 dollar there will be 
cither a surplus of dollars (= shortage o: 
marks) or a shortage of dollars 
(= surplus of marks) 


Undervalued and Overvalued Currencies 

What wdl happen if the German government nonetheless pegs the gold 
price of the mark at y i40 ounce of gold while the dollar is pegged at % 
ounce of gold so that the exchange rate is 4 marks for 1 dollar 7 Figure 23A 
tells us that 16 million marks will be demanded while only 12 million 
marks are supplied, which is equivalent to saying that 3 million dollars 
will be demanded and 4 million dollars supplied 
The American banks that handle foreign exchange transactions will 
consequently find themselves running out of marks and the German banks 
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will find themselves accumulating mounting quantities of dollars The 
American banks will replenish their stock of marks by selling dollars to 
the government for gold and using the gold to buy marks from the German 
government TheGermanbankswillreducetheirunwanted dollaraccumu- 
lations by selling the dollars to the American government for gold and 
selling the gold to the German government for marks As long as Ameri- 
cans can kf*ep acquiring marks in this way and Germans can continue to 
sell unwanted dollar accumulations, the exchange rate will remain at 
1 dollar = 4 marks and the dollar-mark market will be in disequilibrium 
A 'disequilibrium" implies that something now happening cannot 
continue indefinitely The critical factor is the gold flow 

2 Jhe United States will be continuously selling gold to Germany 
and reducing its stock of monetary gold 

2 The U S government (or the central bank) will be draining dollars 
out of private holdings and reducing the size of the money stock 
in the United States 

3 The German government will be continuously accumulating gold 
and adding to its monetary gold stock 

4 The German government will be pouring marks into private 
holdings and increasing the size of the money stock m Germany 

5 Because the dollars lost in the United States and the marks created 
in Germany respectively reduce and increase commercial bank 
reserves a further contraction of the U S money supply and 
expansion of the German money supply will ensue 

What happens next cannot be predicted unless we know what policies 
the U S and German governments choose to follow in such a situation 
One prediction can be made with confidence, however people in the 
United States will begin talking about the 'balance of payments deficit " 
For rather odd reasons to which we'll come, people m Germany are less 
likely to begin talking about a "balance of payments surplus " 


THE BALANCE OF PAYMENTS 

Any price that fails to equate the quantity demanded with the quantity 
supplied wdl result in either shortages or surpluses Where will shortages 
or surpluses m international exchange show up? According to the conven 
tional wisdom they reveal themselves in the balance of payments But it 
would be far more accurate to say that they are cmeakd by the balance of 
payments To understand why this is so, you must first acquire a little 
knowledge about balance of payments accounting 
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Credits and Debits 

Balance of payments accounting is an attempt to keep track of one 
country s international transactions by dividing them into transactions 
that earn foreign exchange, called credits, and transactions that use up 
foreign exchange, called debits If you keep this basic definition in mind 
you should have no trouble deciding under which column to list a particu- 
lar item 

Exports are credit items in the balance of payments Foreigners who 
want to purchase our products must ultimately pay dollars to the American 
sellers This results either m the reacquisition by Americans of dollars 
previously held by foreigners, in the acquisition of foreign currency that 
is used to purchase dollars, or in the acquisition of some other medium of 
international exchange that can be used to purchase dollars U S imports 
simply reverse this flow To purchase the products of some other country, 
we must either turn over previously acq ured holdings of that country's 
currency, obtam some by giving up dollars in exchange, or use up our 
stocks of some other accepted international exchange medium to obtam 
the required currency 

That's all there is to the balance of payments if we define exports and 
imports broadly enough Imports, for example, must include not only 
commodities like magnesium and tape recorders but also services like the 
Geneva hotel room used by an American tourist or the entertainment 
provided in Fort Worth by an English rock group Payment for these 
services entails the using up of foreign exchange and so they are debit 
items in the U 5 balance of payments 

What about gold? Gold sales or exports are credit items, just like any 
other exports, gold purchases or imports are debit items Gold sales are a 
way of acquiring foreign exchange just as are sales of wheat Momentary 
confusion may arise from the fact that gold is itself considered a medium 
of international exchange Treat it like any other commodity, however, 
and you'll get it into the correct column 

We must also include under imports the "purchase" of whatever it is we 
obtam when our government extends foreign aid, or when Americans 
send money to relatives in Europe If it seems inappropriate to think of 
either activity as "importing," the fact remains that any payments made 
to foreigners by the United States government, private organizations, or 
individuals use up foreign exchange and must therefore be classified as 
debits These payments may in turn be used to purchase American exports 
(sometimes that's a condition of the grant), if so, the export is a credit item, 
but the gift, grant, pension, or other remittance that made it possible goes 
under the debit column By the same token, gifts to us by foreigners or 
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payments made to Americans by Lloyds of London in settlement of insur- 
ance claims are credit items in our balance of payments And the sizable 
income we receive each year as a return on our overseas investments goes 
into the credit column, because it is a source of foreign exchange earnings 
for the United States 

Accounting for Foreign Investment 

What about the original acts of investing 7 Capital flows can be treated 
like commodities and services if attention is focused on the stock, bond, or 
other evidence of indebtedness that changes hands Thus foreign invest- 
ment by Americans amounts to importing iOL/s, and investment by 
foreigners in the United States is a U 5 export of IOUs If this way of 
describing the matter strikes you as strained, you can keep the effects of 
foreign investment clear by concentrating on the definition of credits and 
debits Investment by Americans in the French economy is a debit item 
in our balance of payments, because Americans must purchase French 
francs to buy an interest in French companies And Britons buying shares 
of General Motors contribute to the credit side of our balance of payments, 
because they must obtain dollars to complete the purchase 

There is an alternative way of looking at foreign investment that some- 
times proves useful We car regard international investment as the acqui- 
sition of ilflims Anything that increases our claims on foreigners or 
decreases their claims on us is a debit item in our balance of payments 
Anything that decreases our claims on foreigners or increases theif claims 
on us is a credit item Don't try to memorize that, just use the definition of 
credits and debits We acquire claims on foreigners by extending them 
loans, whether long-term or short-term That requires us to use up foreign 
exchange, so it's a debit item When such loans are repaid, foreigners 
reduce our claims on them by giving us foreign exchange and this is a 
credit in our balance of payments The usefulness of this somewhat strange 
way of describing the matter will emerge when we try to puzzle out the 
meaning of a balance of payments deficit or surplus The point is that if a 
substantial part of our credit items consists of loans from foreigners, we 
are enlarging the total of foreign claims against us; we are going more 
deeply into debt That isn't necessarily bad But short-term debts that 
might have to be repaid suddenly are a cause of concern to some students 
of the balance of payments 

The pieces of the puzzle have all been laid out Suppose that we now 
sum the values of all the debits in the course of a year, then of all the 
credits, and find that they are not equal We conclude in such a case that 
we made a mistake in record keeping Errors and omissions are inevitable, 
of course, when one is trying to keep track of all international transactions 
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The value of some transactions can onlybeguessed at (as when the balance 
of payments accountants tacked on $*0 million in the 1920 s for imports of 
bootleg liquor) And the value of many perfectly legal transactions is esti 
mated from incomplete records inaccurate data and partial samples So 
measured credits and debits never do turn out to be precisely equal w. 
balance of payments statements The keepers of the accounts rise to the 
occasion by adding the difference to the smaller of the two totals and 
labeling it Net Errors and Omissions 


Credits Always Equal Debits 

The Errors and Omissions component in the balance of payments has 
been embarrassingly large in recent years hitting a record $10 billion in 
1971-one-quarter the size of all our measured merchandise exports But 
that isn't our concern at the moment The significant fact for our purposes 
is that the Bureau of Economic Analysis always inserts whatever fudge 
factor is required to make the credits and the debits equal For the balance 
of payments almys and necessarily balances It is constructed in accordance 
with the rules of double entry bookkeeping which specify that each 
transaction must be entered on the ledger twice once as a debit and once 
as a credit let's see how this works out 

Suppose that Germany exported 100 boats to America and that this was 
the only international transaction of the year by either country The 
German accountants would enter the value of the boats as a credit m their 
balance of payments because it's a merchandise export The American 
accountants would enter it as a debit under merchandise imports It 
appears at first that in both countries the balance Df payments is out of 
balance for the year Germany will have a credit surplus America a debit 
surplus But not actually The rule*! of double entry bookkeeping decree 
that the boats must be "paid for in some fashion In the unlikely event 
that Germany gave them away the German accountants would balance 
the credit item (so many marks worth of boats) with a debit item a gift or 
grant or unilateral transfer of the same mark value as the boats If as 
usually occurs in such cases Germany sold the boats but America hasnt 
yet paid for them the German accountants balance the credit with a debit 
item called foreign loans Germany imported IOUs to balance the export 
of boats And in America the accountants balance the debit item created 
by importing boats with a credit item reflecting an export of IOUs just 
sufficient to purchase the boats That makes excellent sense Anything 
that hasn t yet been paid for (and wasn t a gift) has been sold on credit 
The seller has in effect made a loan to the buyer the seller has imported an 
IOU or acquired a new claim on the importing country 

You might be a little surprised to discover that the balance of payments 
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always and necessarily balances Time and again one hears that we must 
do this, or we cannot do that, "because of the balance of payments " The 
implication is that its balance is precarious, and that We are in danger of 
disastrously losing our equilibrium But patriotism is the last refuge of a 
scoundrel as Samuel Johnson suggested, and the balance of payments has 
often been the last refuge of Dr Johnson's patriots Special -interest groups 
looking for favors look also for a way to wrap themselves in the balance of 
payments A little clarity on the significance of the balance of payments 
can therefore go a long way toward locating the public interest amid the 
confusing claims of competing partial interests 


The Ambiguity of Equilibrium 

No one who understands balance of payments accounting is ever wor- 
ried that the balance of payments won't balance But many people do 
worry about the tony it balances In essence, they disapprove of some 
events that contributed to the balance It isn't always easy to determine 
why they disapprove An extraordinary amount of foggy rhetoric sur- 
rounds most discussions of the balance of payments Some of the rhetoric 
is disguised political pleading and is therefore purposely foggy, But what 
one person fears and calls a disequilibrium in the balance of payments 
will often be recommended by another as a good policy for avoiding or 
curing a disequilibrium 

What was it that informed people had in mind in the 1960s when they 
started to worry about America's continuing balance of payments "defi- 
cits"? Where did such deficits show up? We know they could not appear 
as an excess of debits over credits, that would be Errors and Omissions 
and not a deficit Where did they appear? One place was in the item for 
gold exports. Net sales of gold by the United States steadily reduced the 
Treasury's gold stock from $22 86 billion in 1957 to $10 89 billion in 1968 
But why call that a deficit? Because, according to those who saw gold 
exports as evidence of disequilibrium in the balance of payments, a 
country cannot continue indefinitely to pay for its imports by drawing 
down its gold stock 

That's true, of course But neither can a country continue indefinitely to 
pay for its imports by drawing down its stock of mineral resources. None- 
theless, no one regards Venezuelan oil exports or Rhodesian chrome 
exports as evidence of a defiat in those countries' balance of payments 
Why single out gold for special treatment? We'll return to that question. 

The other major piece of evidence pointed to by those who argued that 
the United States was running a defiat m its balance of payments was the 
rising total of short-term claims on the United States in the hands of 
foreigners This large and growing total was evidence, they said, that we 
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were paying for our imports by persuading foreigners to extend us short 
term loans That was also true But why was it evidence of a deficit? Wh) 
wasn t it simply viewed as part of the exchange obtaining or credit trans- 
actions that balanced our exchange using or debit transactions? The 
answer, once again, was that we could not expect to continue on such a 
course indefinitely Sooner or later foreigners would presumably decide 
that they held enough claims against us refuse to extend further credit, 
and start calling for payment on the claims already held 

One response to this argument is. So what? If foreigners won't lend us 
the means to buy their goods, we'll either find other means or stop buying 
The United States imported a lot of IOUs in the 1950s in payment for our 
merchandise exports When we were no longer willing to lend we reduced 
our exports And if foreigners decide to reduce their holdings of claims on 
the United States, we'll simply pay them off when the claims come due 

But could we do this? By what means can we pay off foreign claims on 
the United States? Suppose German commercial banks are holding $10 
billion on deposit in New York banks or as dollar deposits in foreign 
branches of U S banks These are claims on the United States, they are 
liabilities owed to German banks bv U S banks How were the) acquired? 
Let's assume that the deposits were accumulated as Americans purchased 
Volkswagens and other imports from Germany To buy German goods, 
we must pay with marks The German banks made this possible by 
accepting the dollars from Americans and turning over an equi\ alent value 
in marks to the German exporters By hanging on to those dollars and not 
asking the United States to redeem them with marks gold or some other 
acceptable foreign currenc) (or wheat computers, or Chevrolets) the 
German banks were lending us c’/ie foreign exchange wrtft wftrafc to import 
German goods 

Suppose now that they want to 'liquidate' these claims The deposits 
are payable on demand, and the German banks demand payment, just as 
you do when you write a check against your account in a commercial bank 
The U S banks will meet the demand-but with dollars of course, since 
their liabilities are denominated in dollars and not in marks, gold, or 
Chevrolets The German banks will have to obtain the marks they want m 
exchange for dollars by turning the dollars over to the Central Bank of 
Germany Hie net result of these transactions from the U S point of view 
is that the $10 billion formerly owed by U S banks to German commer- 
cial banks is now owed to the German Central Bank If it s willing to hold 
the dollars, all is well But if it's not, it had the nght until recently to ask the 
U S Treasury to take the dollars off its hands for an equivalent value in 
gold Until 1971, the Treasury Department was committed to redeeming 
dollars m gold at $35 an ounce for any central bank holding dollars but 
preferring gold 
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That brings us back to the first symptom of a "deficit" gold sales An 
increase in short-term foreign claims on the United States could not con- 
tinue indefinitely, because they were potential claims on our stock of 
gold Not only is that stock finite, in the 1960s it shrank while the total of 
potential claims against it swelled, so that the U S Treasury could no 
longer exchange gold for all the foreign-owned dollars A disastrous run 
on U S gold reserves seemed imminent 

But why would that be "disastrous"? Suppose we simply paid gold to 
the official agencies authorized to exchange dollars for gold until our gold 
stock was exhausted and then announced that we had no more to sell 
That wouldn't be dishonest, we would have honored our commitment as 
long as we could and quit only when there was no longer any way to con- 
tinue Unsatisfied holders of dollars could then choose either to continue 
holding the dollars or to exchange them for some other asset commodities 
and services produced in the United States, for example, or income 
earning securities such as U 5 government bonds or shares in American 
corporations Where is the "disaster" in any of this? 

We must push the analysis one step farther The willingness of German 
banks to accept dollars (from American importers) and pay out marks (to 
German exporters) maintained a balance between the quantities of each 
currency demanded and supplied If they had not acted in this way, the 
efforts of Americans to purchase a greater value of marks than Germans 
were willing to purchase of dollars would have led to further U S gold 
exports to Germany 

The Hidden Agenda. No Change in the Exchange Rate 

Why were the German commercial banks willing to go on accepting 
dollars at the official rate of exchange even though supply and demand 
were calling for a lower exchange rate for dollars? The answer is that they 
knew they could obtain marks for the dollars at the official rate from their 
own Central Bank The Central Bank, in turn, continued paying at this rate 
because that was the rate at which its dollar holdings would be converted 
by the U S Treasury, into either marks or an equivalent value in gold The 
linchpin of the system was the willingness and ability of the U S Treasury 
to continue paying gold for dollars at the predetermined rate If it stopped 
doing that, supply and demand would take over The dollar would pre- 
sumably depreciate and the mark would appreciate And that was the 
"disastrous' consequence that so many feared and for which we've been 
searching in the last few paragraphs ! 

The whole business is complicated by the fact that the German Central 
Bank (and some other central banks) went on accumulating dollars even 
after they knew that the U S Treasury could not redeem them m gold 
They cooperated by not exercising an option they had, because they did 
not want to precipitate "disaster " 
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Is there a voice from the back of the room willing to wonder out loud 
what's so "disastrous" about a change in the dollar mark exchange rate? 
If relative prices, including exchange rates, do not reflect conditions of 
demand and supply, shouldn't we expect them to change? Aren't price 
changes the way to correct a disequilibrium? 


When Is the Solution the Problem? 

Those who believe that exchange rates should be fixed and unvarying 
will naturally reject the argument that a new rate of exchange can be a 
solution to the distquthbmm As hr as they re concerned »t's like calling 
the death of the patient a cure for cancer They will rather urge special 
government policies to reduce the pressure They might point out that the 
supply of dollars is something the U S government controls, and that the 
simplest way for any supplier to keep the price of his product from depre 
ciatmg is to stop supplying so much That makes excellent sense, but it is 
often a difficult counsel for governments to accept The U S government 
chose instead to impose additional taxes on imports, create new restric- 
tions on the travel of Americans abroad, enact legal limitations on foreign 
investment by Americans, and utter all sorts of threats and promises to 
American corporations doing business abroad The aim of each such policy 
was to deter people from engaging in activities that increase the demand 
for marks and thereby increase the pressure for an appreciation in the 
mark's value (which equals a depreciation of the dollar) 

But could any or all of these policies ehniinite the disequilibrium? 
Those who see such government interference with voluntary international 
exchange as evidence of disequilibrium will certainly not agree that controls 
can End ftic disequilibrium Consider an vxmflt bom taftn* chapters 
a city imposes rent controls because municipal officials believe that rising 
rents mean disequilibrium in the rental housing market, these officials 
will soon find themselves compelled to write and administer detailed codes 
of conduct governing landlord-tenant relations They will regard such 
codes and other accompaniments of rent control, like long waiting lists, 
as necessary to achieve equilibrium Opponents of rent control, who define 
equilibrium as rough equality between quantity demanded and quantity 
supplied wif/iouf codes or waiting lists will point to the queues and codes 
as evidence of disequilibrium and to rising rents as the solution The fasci- 
nating part of all this is that one group's solution is the other group s 
evidence of disequilibrium That happens m many areas of economic life, 
but it happens most frequently and confusingly in the area of international 
exchange, where the concept of a balance of payments equilibrium is 
widely used but extraordinarily difficult to define in a satisfactory way 

Equilibrium always turns out to mean a balance among the appropriate 
factors The concept is therefore a source of confusion whenever the criteria 
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of appropriateness cannot be agreed upon In the rent control case for 
example the controlled price becomes an equilibrium price as soon as one 
includes in the total price such nonmonetary costs as the inconveniences 
of queuing up But economists usually agree in such cases to exclude non 
monetary costs as inappropriate to their concept of equilibrium When 
we apply the concept however to the sum of all the international trans 
actions engaged in by a nations inhabitants we run the risk of obscuring 
more than we clarify Experts simply do not agree on how to measure the 
deficit or surplus m a nation s balance of payments or even whether any 
definition can be adequately defended The consequence is a variety of 
definitions with disguised pol heal mien! We re not implying any malice or 
attempt to deceive on the part of those who defi ne the balance in a particu 
lar way But the fact remains that by defining the balance on the hidden 
assumption that particular objectives must be achieved one can too easily 
sidestep the task of defending the appropriateness of those objectives 
Remember the warning at the outset of this chapter International eco 
nomic policies often pursue poorly defined and inconsistent goals A con 
cept as vague and ambiguous as balance of payments equilibrium makes 
it all the harder to decide what we re actually doing and what we really 
want to achteve 


NATIONAL GOALS AND FOREIGN TRADE POLICY 

We re ready now to return to the question we left unanswered at the 
end of the section on Undervalued and Overvalued Currencies in order to 
discuss the uses and abuses of the balance of payments concept What 
will happen when the exchange rate between two currencies is inconsistent 
with the demand for each currency? It depends upon the policies the gov 
ernments are pursuing 


The Rules of the International Gold Standard 

It was the task of the monetary authorities under the gold standard 
system to choose an initial gold value for their currency that would reflect 
the currency s actual purchasing power relative to other currencies This 
it was assumed would balance the international demands for each cur 
rency and prevent the consequences enumerated at the end of the section 
on Exchange Rates 

But the purchasing power of a currency depends on price levels at home 
and abroad and price levels change Varying rates of inflation or deflation 
as well as differing rates of economic growth continuously threatened to 
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ON THE IDENTIFICATION OF DEFICITS 

The Snncu of Current Business celebrated its fiftieth birthday m 
1°71 with a 5pecnl anniversary wsue A Ion*, list of distinguished 
economists was invited to submit papers commenting on the 
contributions to knowledge made over the years by the Sunuvs 
\anous statistical series (T/ic Economic Ac o mis a f the United Stales 
Relwpec ‘ and Prosfcct July 1971) A number chose to focus on 
balance of payments dab and the meaning of a deficit The 
director of the Bureau of Economic Analyse George Jasri 
reviewed the reviews a' the end of the volume He had this to sav 
about the problem of defining a bilince cf payments defic t 

With differences on!\ in their oegree of emphas 5 our 
contributors point out that the payments balance cannot be 
represented by a single figure and that the presentation of 
a wide variety of balances k more conducive to the 
analysis of our balance of pay men*' posi ion Ideally 
perhaps no balance should be published at all 
Several factors seem to conspre to make the definition 
of payments balance an nposnble task The very notion 
of a dynamic balance of pavments equilibrium is elusive 
and balance of payments adiuslmcnt theory is tom by 
internal dissent To make matter worse even the view 
that ex post factual] magn tudc« can be used as though 
thev vvere ex ante [intended] is allowed to infiltrate In the 
realm of the GNP accounts short c nrift would be given to 
a fifth column which spread the view that the presence of 
expansionary or dcfhtionan endencics would be visible 
m an imbalance between (actual| saving and investment 
in the saving investment account 
Having witnessed over the vear many attempts to 
define and redefine a pav ments balance-attempts whose 
only visible progression was c rtulir-1 have often felt that 
all definitions of a payments balance should be abolished 
With a fine shout of a plague on all vour houses 


create over- or undervalued currencies and thus to trigger the kind of 
gold flow described above The easy solution would seem to be regular 
adjustments m the price at which the various monetary authorities 
exchanged their currencies for gold The rules of the game under the old 
gold standard frowned on that method of adjustment however For a 
country experiencing inflation relative to other countries to devalue its 
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Changes in Output and Employment 

The theory of the international gold standard prescribed painless adjust- 
ments in domestic price levels as the cure for inappropriate rates of 
exchange between different currencies But the adjustments were not in 
fact painless Changes m M were not confined m their effects to changes in 
P, they also affected Q The international gold standard collapsed in the 
1930s, after stumbling attempts to restore it following World War I, 
because governments were not willing to subject their economies to dis- 
ruptions originating in the rest of the world In fact, they began to look 
upon exports and imports as variables that could be adjusted to achieve 
national goals rather than as autonomous forces to which domestic policy 
must conform 

The policies of the 1930s can be explained with the aid of the income- 
expenditures model That mode! makes national income and output 
dependent on aggregate demand, defined now as the sum of consumption 
investment, and government expenditures phis net exports (exports minus 
imports) We 11 use PQ rather than Y in the model so that we can distin- 
guish price level changes from changes in real output and associated 
changes in employment The basic equation is 

PQ = C + 1 + G J- Ex - Im 

A decline in aggregate demand whatever its source, need not cause a 
fall in real output and employment if prices are sufficiently flexible And 
price flexibility was widely assumed by economic analysts prior to the 
1930s But prices do not in fact adjust all that easily and quickly to decreases 
in demand Firms that are not price takers as defined m chapter 9 (and most 
are not) set their prices initially on the basis of money costs previously 
incurred and anticipated demand, they tend to resist price reductions 
when demand falls short of expectations At best therefore, prices will fall 
only after some time has elapsed, and during that time unsold inventories 
will mount and production will be curtailed This is the essence of a reces- 
sion when it occurs in many industries simultaneously 

A government facing the onset of a recession and looking at this model 
might choose to counter the decline in aggregate demand with actions 
designed to increase exports or decrease imports Policymakers in the 
early 1930s were not thinking in terms of this model because it hadn't yet 
been developed But they didn't have to There was a more immediate 
force that impelled them to look at the international sector for a possible 
policy tool the interests of particular producers who could marshall strong 
political support "Everybody knows' that imports destroy the jobs of 
American workers In a period of high unemployment, therefore producer 
lobbying for protection against foreign competition becomes almost 
impossible for politicians to resist Taxes on imports are consequently 
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diapter Before we do so, however, lei's take a look at some of the popular 
misconceptions about international trade that helped shape the self- 
defeating policies of the 1930s and that unfortunately, still command 
wide allegiance today 


COMPARATIVE ADVANTAGE AND INTERNATIONAL TRADE 

Popular thinking hangs on tenaciously to the notion that some countries 
may be able to produce almost everything at a lower cost If wages m 
Japan or Mexico or Italy are lower than m the United States, won t Japa- 
nese, Mexican, and Italian manufacturers be able to produce just about 
anything more cheaply than U S manufacturers can do it? How can the 
United States compete with countries that tolerate wage rates, even for 
skilled workers, below our legal minimum? In Japan Mexico, and Italy, 
however, you could find workers arguing that they can t compete with 
America's low cost techniques of mass production And the suspicion 
arises that something is wrong with the argument 

Opportunity Cost and Comparative Advantage 

The basic flaw in such arguments is the neglect of opportunity cost It is 
logically impossible for one country to be more efficient than another m the 
production of everything And that becomes apparent as soon as you 
remember to calculate efficiency as a ratio between what is produced and 
what is consequently not produced The real cost of producing anything is 
the value of what is given up in order to produce it Calculations in dollars, 
yen, pesos, and lira all too easily obscure these real costs of production 

The fundamental principle guiding international trade is the familiar 
principle of comparative advantage, first stated explicitly in chapter 7 
Don't do anything yourself if you can persuade someone else to do it for 
you at a lower cost To be persuasive simply offer m exchange something 
that you can m turn produce at a lower cost But that refers to opportunity 
costs 

Suppose that two television sets of identical quality cost respectively 
$300 and 90,000 yen to produce in the United States and Japan Which 
cost is lower? We obviously can't know until we find out the relative value 
of dollars and yen If 300 yen exchange for $1, then the costs of production 
are the same If $1 will buy 310 yen, then the Japanese set is cheaper, 
because the cost of the Japanese set would be about $290 or 90,000 divided 
by 310 If we make the comparison in Japanese currency the U S set 
would cost 93,000 yen The U 5 sets would be cheaper on the other hand, 
if $1 were worth anything less than 300 yen 
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During 1971 the average price of a yen to Americans was about -29 cents 
($ 0029) In 1973, however, a yen cost 37 cents That's a substantial differ- 
ence A Japanese television set costing 90,000 yen would have cost $261 
dollars in 1971 but 5333 in 1«73 We obviously can't make meaningful cost 
comparisons between countries unless we know the rates of exchange 
between their currencies At smt exchange rate, all prices m one country 
could indeed be higher or lower than m some other country But the prob- 
lem then would not be rooted in low wage rates or efficient techniques of 
mass production It would simply reflect an inappropriate exchange rate 
But what is an appropriate exchange rate? We argued earlier that it's a 
rate which equates the quantities of a country's currency that are inter- 
nationally demanded and supplied let's try to tie that in now with the 
important principle of comparative advantage We'll work with a simple 
problem involving two countries which each produce only four goods 
Once the basic principles are clear, the conclusions can be applied to as 
many countries and goods as you please The table below lists the domestic 
prices for all four goods in the United States and in Japan We'll assume 
that those relative prices reflect opportunity costs within each country, 
and that the units refer to goods of identical quality 

Prices per Unit 

(identical quantity and quality) 



United States 

Japan 

textiles (x yards) 

$20 

4,500 yen 

meat (y pounds) 

40 

13,500 

gram (z bushels) 

30 

10,500 

radios (one set) 

50 

14,400 


Forget about the exchange rate between dollars and yen Assume, if you 
wish, that the United States and Japan do not yet trade The question we 
want to ask is Which country produces which goods at a lower cost than 
the other? If those are the only goods produced m each country and their 
relative prices reflect relative opportunity costs, can you decide which 
country is the more efficient (lower-cost) producer of each good? 

All we can do with the data we have is determine the relative costs of any 
two goods in one country relative to the other country But we require no 
more because that is the meaning of comparative advantage 
Because meat costs 3 times as much to produce as textiles cost to pro- 
duce in Japan but only 2 times as much in the United States Japan has a 
comparative advantage over the United States m the production of textiles 
relative to meat It follows logically that the United States then has a com- 
parative advantage over Japan in meat production relative to textiles 
Between textiles and grain, the comparative advantage m textiles lies 
with Japan and so the comparative advantage in gram must he with the 
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United States The proof again is the fact thatrn Japan gram costs2 / 3 times 
as much to produce as textiles and in the United States only 1 % nmes as 
much 

Between textiles and radios Japan again has a comparative advantage in 
the production of textiles and so the United States must have the compara 
five advantage m radio production 

How about meat and radios? The United States produces radios at 1 \ 
times the cost of meat and Japan at only iy i5 times the cost of meat So 
Japan has the comparative advantage m radios and the United States in 
meat Contrast this with the preceding case to be sure you grasp the point 
Japan has a comparative advantage relative to the United States in radios 
if Ihe comparison is wifi meal If the comparison is with textiles the United 
States has the comparative advantage in radio production 

To finish off the list of possible comparisons Between meat and gram 
Japan has the comparative advantage in meat and so the United States has 
the comparative advantage in gram Between gram and radios the United 
States has the comparative advantage in gram which means that Japan has 
the comparative advantage in radios 

Prices as Indices of Comparative Advantage 

A student could lose his mind doing this The data are hard to keep 
straight and the conclusions are even harder to express verbally in any 
simple way If this is the meaning of comparative advantage how could it 
possibly guide efficient decision making? It takes an advanced degree in 
crossword puzzles just to figure out who has a comparative advantage m 
what relative to which relative to whom Fortunately for us all prices very 
neatly sum up all the information any decision maker has to have By 
looking at relative pnces and the exchange rate any producer or purchaser 
can obtain at a single glance the essence of the results that we just ground 
out so laboriously 

If the exchange rate is 300 yen = $1 textiles and radios are cheaper in 
Japan and meat and grain are cheaper in the United States The table below 
shows all pnces in yen 

Prices in Yen 
(300 yen = $1) 



United States 

Japan 

textiles {x yards) 

6 000 

4500 

meat {y pounds) 

12000 

13500 

grain (z bushels) 

9000 

10,500 

radios (one set) 

15 000 

14400 


If the exchange rate is 280 yen = $1 only textiles are cheaper m Japan 
The table again shows all prices in yen 


Prices in Yen 
(250 yen = $1) 



United States 

Japan 

textiles (x yards) 

5,600 

4,500 

meat (y pounds) 

11,200 

13,500 

gram (z bushels) 

8,400 

10,500 

radios (one set) 

14,000 

14 400 


The yen price of a dollar would have to fall below 225 yen to make 
even textiles cheaper in the United States BhI then Japan and ihe United 
States could not trade at all The yen would be so overvalued at that rate that 
there would be no dollar demand for yen and hence no dollars available 
for Japanese to use in purchasing the cheaper American goods That 
exchange rate would turn the United States and Japan into isolated econ- 
omies unable to take advantage of one another's relative efficiencies 
Japanese consumers could not benefit from the relatively abundant supply 
of land m the United States that is presumably the explanation for 
America's comparative advantage in meat and grain production, and 
American consumers could not benefit from the relatively abundant 
supply of labor that makes textiles and radios cheaper to produce in Japan 
If any trade at all is to occur, the exchange rate must be between 225 
yen = $1 and 350 yen = $1 (We're ignoring the effect of transportation 
costs, which would further narrow the permissible range ) Exactly where 
it settles down within that range will depend upon the strength of the 
demands for each good, the ability of each country to expand production, 
and what happens to relative opportunity costs as production patterns 
change m response to international trade 
One illustration will be enough to make the point Suppose the rate 
starts out at 300 yen = $1 Americans then find Japanese radios cheaper 
than domestically produced radios ($48 versus $50) If a huge Amencan 
demand for radios causes an expansion of the radio industry in Japan, and 
that expansion requires the use of resources not as well suited to radio 
production, the marginal opportunity cost and hence the price of Japanese 
radios will nse It couldn't rise above 15,000 yen, because at that price the 
U S demand would disappear But the prices of other goods in both coun- 
tries would also be changing m response to the reallocation of productive 
resources that trade had brought about and the consequent changes in 
marginal costs The possibilities are endless 
Perhaps you were beginning to fear that this example would be endless 
too But it's important to see how relative prices repeal comparative advantages 
in international trade and what real opportunity costs of production he 
behind those prices 
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The Fear of Imports 

The principle of comparative advantage took a distant back seat in the 
early 1930s when the industrial countries of the world watched domestic 
production and employment tumble Everyone knew that imports replaced 
domestically produced goods and that domestic production increased 
when exports increased Reversing the decline in domestic production was 
the priority item on each country's agenda Restricting imports while sub- 
sidizing exports seemed a straightforward approach toward that goal And 
for reasons that we have examined it was an approach with political appeal 

The argument that imports destroy jobs has the seductive appeal of a 
half-truth When Americans buy Japanese radios they do not buy as many 
domestically made radios An increase in radio imports can therefore lead 
to production cutbacks and layoffs in the domestic radio industry So the 
owners and employees of radio manufacturing firms have an obvious 
interest in restricting imports And when they go to Congress to request 
taxes or quotas on radio imports they have a handy slogan with which to 
claim that such protection is good for the country It protects American 
jobs The popular appeal of that slogan will be especially strong in any 
period when unemployment is increasing and there is a recession in the 
economy 

But the argument is highly misleading In the first place, jobs are 
created by the production of exports as well as by the production of goods 
that compete with imports And how can American firms continue to sell 
abroad if foreign firms are not allowed to sell m the United States 7 

Secondly, jobs should not automatically be treated as goods Some jobs 
lW doubt are mtrmsrcady saiisfywg and mi crib doing Jar themselves noth 
out regard to the commodities or services that result But that's certainly 
rare The justification for jobs is generally the income they provide for 
workers and the corresponding benefit to others in the form of useful 
goods The "protect American jobs" argument ignores the gains in real 
income that come from specialization If the Japanese can make better 
radios and sell them at lower prices than American manufacturers can do 
Americans ought to produce other products and buy their radios from 
Japan The attempt to justify the protection of less efficient producers on 
the grounds that this will preserve jobs runs quickly into absurdity Why 
not push the argument further and produce domestically all the coffee we 
consume 7 American soil, climate, and geography are not as well suited 
for the production of coffee trees as are large areas of Brazil and Colombia, 
but think of ail the jobs we could create by building and operating huge 
greenhouses m which we try to duplicate the favorable growing conditions 
in those countries And why stop with goods currently imported 7 Think of 
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how many new jobs we could create by outlawing the use of automated 
equipment in the telephone industry or by requiring street sweepers to 
use toothbrushes in their work 

Producer Interests and the National Interest 

For two centuries economists have argued along these lines against the 
proponents of restrictions on imports but they have not had much suc- 
cess A French pamphleteer economist named Frederic Bastiat (1801-1850) 
wrote a witty satire in 1845 in the form of a petition by the French candle 
makers for protection against the unfair competition of the sun Their 
request to the Chamber of Deputies for legislation that would protect the 
jobs of candlemakers by prohibiting windows brilliantly exposes the 
absurdity of protectionist logic Bastiat's satire has been reprinted numer- 
ous times but the arguments he ridiculed do not disappear 

Part of the explanation must be found in the resistance of special-interest 
groups to mere logic People are readily persuaded by arguments in which 
they want to believe but have difficulty understanding arguments that run 
counter to their interests And the political process almost guarantees that 
the group that stands to benefit from restrictions on international trade will 
have a louder voice in policy formation than the larger group that stands 
to lose 

The beneficiaries of tariffs or quotas on radio imports are the owners and 
employees of American firms manufacturing radios They know precisely 
what their interest requires, they keep themselves informed about changes 
and prospective changes in economic or political circumstances that might 
affect their interests in any way, and their interest in the Specific issue of 
VjS importation of Japanese radios is substantial enough to justify 
lobbying for their cause 

Those who are harmed by restrictions are potential purchasers of radios, 
the owners and employees of firms producing goods for export, and the 
owners and employees of the Japanese radio firms Each individual in the 
first two groups has such a small interest in the outcome of policy discus- 
sions regarding radio imports that he isn t likely even to notice that such 
discussions are taking place, and he is even less likely to invest his time or 
energy in lobbying for that interest It s not that domestic radio buyers 
lose less than the domestic radio producers gain but rather that the losses 
are spread over many millions of people while the gams are concentrated 
among relatively few The larger interest does, not acquire proportionate 
political influence because it costs too much to organize that interest and 
give it effective expression This is the same phenomenon we encountered 
in our earlier discussion of externalities, and it explains why special inter- 
ests so often defeat the "public interest " 
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The third group harmed by import restrictions-the Japanese producers 

-haveasufBaently concentrated interest, butas foreigners, they Jack polit- 
ical influence The upshot of the matter is that the jobs and income of 
people producing import-competitive goods are often protected by their 
governments despite the fact that their gains are less than the losses 
incurred by those who are less effectively represented in the political 
process 

This explanation for the popularity of governmental restrictions on 
imports may be unduly cynical There can be little doubt that many 
Americans, including some who are actually harmed by protective tariffs 
and import quotas, genuinely believe that this country can, at least under 
certain circumstances, be damaged by imports Let's examine the argu- 
ments they use 

Arguments for Protection 

The national security argument comes first If we don't restrict the import 
of Japanese radios, our radio making industry may be destroyed Then 
what would we do for radios in the event of war with Japan or even war 
with some other country that results in a cutoff of our Japanese trade? 
Maybe we could do without radios for the duration But don't radio makers 
possess special skills that might be essential in wartime 7 Can we afford not 
to have an available pool of human skills and specialized equipment that 
can readily be adapted in a national emergency to the production of 
sophisticated military hardware 7 The basic argument can be applied with 
modest changes to almost any industry one might mention Even the 
candle manufacturing industry included "high essentiality of labor and 
materials under war conditions ' m a 1951 brief filed with the Senate 
Finance Committee on behalf of protection against candle imports (What 
would we do, after all, if the lights went out in wartime 7 ) The national 
security argument is not logically fallacious But the fact that the argument 
an so easily be extended to any imports whatsoever should at least make 
us wary How large a price should we be willing to pay in reduced real 
income for how large a gam m military self-sufficiency? And is this a 
genuine gam in national security 7 Can't the economic strength and hence 
the military security of a country actually be reduced by excessive efforts 
toward self-sufficiency 7 How often are these questions seriously asked 
before the national security is invoked to justify a new tariff or quota 7 

Another logically valid argument for protection goes by the name of 
the "infant industry" argument It may take some time for an industry to 
develop the special skills, experience, and other resources that would 
make it efficient If established foreign producers are allowed to sell freely 
in the American market, they may be abie to keep domestic firms from 
developing The argument assumes that American firms are less efficient 



668 


Chapter Twenty Three 


ENERGY INDEPENDENCE 

Should the United States try to become independent of all 
foreign energy sources by 1930 ? 

Both independence and interdependence have real costs but 
in a penod of na tional alarm about the threats other nations might 
pose to our security and well being we are I kely to underestimate 
the cost of independence 

Any and every import creates a degree of dependence on foreign 
suppliers and dependence entails increased vulnerability There 
is more to the matter than this however The dependence runs 
both ways since those (com whom we import also import from 
us So long as it is in their interest to buy from us t will be in their 
interest to sell to us 

Moreover the pursuit of invulnerability through independence 
is a costly route to take No one can predict with confidence how 
much more we will pay for energy between now and 1980 and 
afterwird because the cost will depend to mention just some 
obvious factors upon technological developments the amount 
of attention given to environmental concerns and the encourage 
ment or discouragement that nuclear power receives But the costs 
will be considerable and the political diffculties that President 
Ford s energy independence program was encountering m 1975 
suggest the public may find the price too high 

Is the public too nearsighted to discern the genuine public 
interest? If direct costs are the only consideration, the publics 
alleged myop a may actually be the better long run perspective A 
crrtm increase in present and future costs to preclude a pwiMr 
increase m future costs does not automatically sound like a good 
bargain 

How much would we save in future costs after 1930 if we went 
ahead without energy independence program and our worst fears 
were realized! What is the probability thit our worst fears will in 
fact be realized? What is the present value of these additional costs 
multiplied by their probability when discounted at an appropriate 
rate of interest? And is that sum greater than the sum of the dis 
counted costs we will incur by pushing ahead toward energy 
independence? 

But there are also indirect costs that ought to enter the calcula 
tions What will be the effect on the environment on lifestyles or 
on other nations through the example we set if the United States 
does or does not increase present energy costs and reduce energy 
consumption? The economic calculus can help us f nd the answers 
but it is no substitute for hard thought and informed discussion 
about the goals we wint to pursue 
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in their infancy but would become more efficient than foreign competitors 
if they were given protection while they matured Alexander Hamilton, 
the first U 5 Secretary of the Treasury, used this argument in an effort to 
persuade Congress that some protection against imports was in the national 
interest He also argued, though, that outright subsidies were preferable 
to other forms of protection, because subsidies were clearly visible and 
could more easily be removed once they had served their purpose That 
part of Hamilton s argument has not been popular with the advocates of 
protection, who understandably prefer a subsidy disguised as a tax on 
imports But it's hard to imagine how the infant-industry argument could 
possibly be appropriate in the United States today Do we have any infant 
industries? We have new industries appearing all the time But for the 
purposes of this argument an infant industry is a new domestic industry 
competing for survival among well established foreign industries Examples 
are hard to find And even if examples can be located the argument will 
only apply if the infant shows promise of maturing quickly into an adoles- 
cent who can more than make it on his own He must more than make it if 
he is to compensate society for the cost of supporting him during his 
infancy All things considered, the infant-industry argument probably has 
no applicability to the United States today It is an intellectual curiosity 
that probably hangs around only as a strategic diaper for gray-bearded but 
anemic "infants " 

Are there other good arguments for protection? A legitimate but limited 
argument can be constructed from the costs of change The closing or cur- 
tailment of an industry unable to meet foreign competition entails losses 
for its owners and employees The losses will be greater the more narrowly 
specialized are the human and property resources displaced by competi- 
tion Is there a case for protection under such circumstances? Notice that 
the argument can be applied to the case of an industry hurt by domestic as 
well as foreign competition Domestic competitors have political influence, 
of course, and are therefore harder to exclude by special legislation None- 
theless, if resources were attracted into an industry because of existing 
tariff protection, it may be unfair to jerk that protection away suddenly 
So there is a case for the maintenance of prior and long continued restric- 
tions on imports, or at least a case for their reduction (in the interest of 
efficiency) at a slow rate (in the interest of equity) Equity considerations, 
along with political realities, may also suggest a policy of transitional sub- 
sidies designed to reduce the loss to workers and owners or to help them 
move into new opportunities But this argument cannot support the intro 
duction of new or additional restrictions against imports 


Uncommon Sense. Comparative Advantage 
Since there is no limit to the number of bad arguments that can be con 
structed in support of restrictions on imports it would be an exercise in 
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(utility to attempt to anticipate and refute each one The fact that there is 
at least a kernel of truth in most such arguments complicates the task of 
analyzing them The truth must be winnowed from the chaff which sur- 
rounds it before the limitations of its applicability can be discussed 
Nothing would contribute more toward raising the quality of public dis- 
cussion in this area than a firm grasp of the pnnciple of comparative 
advantage 

The principle of comparative advantage shows why and how exchange 
creates wealth It keeps insisting that the cost of a transaction is the value 
of what is given up and the benefit is the value of what is obtained, and 
that it is nonsense to suppose a country can grow wealthy by exporting 
more than it imports The pnnciple of comparativeadvantage destroys the 
claim that one country may be more efficient than another in the production 
of tvtrylhmg The logical impossibility of this premise is apparent from the 
very definition of efficiency as a ratio between the value of what is produced 
and the value of what is consequently rat produced, or between the value 
of the goods obtained and the value of the goods that had to be sacrificed 
to obtain them Ey focusing on the real factors involved in productionand 
trade, the principle of comparative advantage disperses the fog that creeps 
in when trade policy is discussed exclusively in monetary terms 

' But then we'd be losing dollars'" So? Dollars cost almost nothing to 
produce If other countries want to trade transistor radios for dollars, 
that's a marvelous swap from our point of view And that's actually what 
occurred for about fifteen years under the new international monetary 
system created after Worfd War ff 

Once Over Lightly 

As long as goods and financial assets can be exchanged across national 
boundaries, international trade will affect national levels and patterns of 
output, employment, prices and income distribution Increasing inter- 
national trade makes the coordination of domestic and international pol- 
icies more urgent The increasing determination of national governments 
to manage their domestic economies may simultaneously make it more 
difficult 

An international monetary system, like any monetary system, reduces 
the cost of transactions and so facilitates specialization and improves 
efficiency But the world money supply is composed of many different 
moneys, often exchanging for one another at uncertain and unpredictable 
rates 

The exchange rates between currencies and domestic prices in each 
country are variables that mutually determine one another The reduction 
of a currency 7 s price in foreign exchange will increase the total quantity of 
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nestic goods demanded, both by making that country s exports cheaper 
oreigners and by making imports more expensive to its own residents 
^ government that pegs the rate of exchange for its currency at a level 
t does not equate the quantity of its currency demanded with the quan- 
supphed will lose or accumulate international reserve assets The 
■eminent will call this a disequilibrium in its balance of payments only 
t does not want to lose or accumulate such assets 
he balance of payments must always balance, because it measures 
irnational transactions that are always assumed to entail somethmg of 
ue received for anything given up The term deficit or surplus is applied 
balancing items of which someone disapproves or to actions affecting 
composition of the accounts of which someone disapproves The dis- 
irovai rests upon predictions of undesired consequences 
'he loss or accumulation of international reserve assets affects the level 
lomestic bank reserves and the money supply This m turn may affect 
:e levels, or levels of output and employment or both 
jovernments that try simultaneously to manage their foreign exports 
l imports and their domestic price and output levels often find this to be 
ifficult balancing act Harmonizing such policies is especially difficult 
en other governments are pursuing parallel but conflicting policies 
^ major source of inconsistency in national policies is the desire of 
'ernments to satisfy political pressures from producers who want both 
expansion of export markets and protection against import competition 
ntemational efficiency is promoted when international exchange is 
-erned by relative opportunity costs or the principle of comparative 
antage Inappropriate exchange rates import tariffs or quotas and 
>ort subsidies can conceal or distort relative opportunity costs National 
sentiment and the disproportionate political influence of producers 
d to keep the principle of comparative advantage from regulating mter- 
lonal trade as effectively as it regulates domestic trade 


QUESTIONS FOR DISCUSSION 

In order to take advantage of lower production costs a Massachusetts textile 
manufacturer builds a factory in North Carolina and a United States tele 
vision maker opens an assembly plant in Mexico 
(«) In what ways is the action by the television firm different from the 
action by the textile firm? 

(&) Is either action contrary to the national interest 7 

(c) Is either action likely to encounter effective political opposition 7 



672 


Chapter Twenty Three 


2 The table below shows consumer pncc indices for four countries from 1970 


to 1974 

Year 

United States 

Canada 

France 

Germany 

1970 

1000 

100 0 

100 0 

1000 

1971 

104 3 

102 9 

105 5 

1053 

1972 

1077 

1078 

1117 

1111 

1973 

1144 

1160 

1199 

1188 

1974 

1270 

1279 

135 5 

1268 


Do you think the similar patterns between the United States and Canada 
and between France and Germany are mere coincidence? 

3 What would be the consequence for Volkswagen sales in the United States 
of a depreciation in the mark relative to the dollar? How would this affect the 
profitability of sales to the Un ted States by the Volkswagen Company? 
Would you expect the longer term effects to differ from the short run effects? 

4 How are the supply curves of figure 2 M related to the demand curves? 
What would the supply curves look like if the demand curves fell more 
steeply? If they fell less steeply? 

5 1971 and 1972 were years m which there was widespread concern about the 

deficit in the US balance of payments Where would you locate the defi 
cits in the balance of payments summaries for those years? 

6 One of the steps taken by the U S government in the 1960s to correct the 

balance of payments problem was to restrict foreign investment by U S 
firms and banks How would such a program if it had been effective have 
influenced U $ debits and credits? W ouW the longer term consequences be 
different from the short run consequences? 

7 If the value of Iran $ merchand se imports is 20% greater than the value of 
its merchandise exports does Iran have a defic t in its balance of payments- 

(a) If the difference 15 covered by twenty year loans? 

(i) If the difference is covered by one year loans ? 

(r) If the difference is covered by selling gold from the nat onal treasury? 
(d) If the difference is covered by selling newly mined gold? 

(t) If merchandise imports are 400% greater than merchandise exports 
excluding ptlroleum and the difference is made up by selling newly extracted 
black gold ? 

8 Why do so many Americans believe that this country would be endangered 
by Arab ownership of essential US industries and also believe that 
American owners of foreign industries pose no threat to the national secu 
nty of those countries? Why are U S -owned foreign enterprises thought to 
be at the mercy of foreign governments while the United States is at the 
mercy of foreigners owning U 5 enterprises? 
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9 How do U S imports reduce the domestic money supply? How can the Fed 
prevent this from occurring? What would be the consequences of such 
"neutralization' actions by die monetary authorities? 

10 Why cannot one country have a comparative advantage over another coun 
try in the production of everything if die first country has excellent natural 
resources, a huge capital stock a highly skilled labor force, and ingenious 
technicians and managers, while the second country is poor in all four areas? 

11 What evidence exists to support the view that Japan has a comparative advan 
tage over against the United States in the production of small automobiles? 
How would you account for this comparative advantage 7 How would you 
explain the fact that the United States seems m general to have a comparative 
advantage in the production of large automobiles but a comparative dis 
advantage in the production of smaller ones? 

12 How does the theory of external benefits and ' free nders' presented in 
chapters 14 and 15 help explain why the legislative influence of producers is 
generally greater than that of consumers? 

13 Suppose that a Canadian firm appeals for protection against imports from 
the United States using the infant industry argument It offers data showing 
that it can currently produce and sell widgets for $10 that American pro- 
ducers can sell them m Canada for $8 and that if American competitors are 
excluded from the Canadian market, the firm will develop greater efficiency 
and after ten years of protection be able to sell widgets for $7 It therefore 
proposes what is m effect a 52 per widget tax on Canadian consumers for 
ten years m return for a $1 benefit in perpetuity 

(«) Would that be a good bargain for Canadian consumers if the facts are 
as stated? (You must use tables 12A and 12B to answer ) 

(b) How did you choose the discount rate to use in calculating your 
answer7 

(c) If the protection were granted, do you think it would be eliminated at 
the end of ten years? What arguments would be used to support its continu 
ance? 

(d) Do you think the efficiency of the Canadian firm is as likely to increase 
when it is protected from foreign competition as when it is not? 

( t } Why do so many Americans believe that competition is not altogether 
desirable when it comes from foreign producers? 




THE CHANGING 

INTERNATIONAL MONETARY SYSTEM 


The principles of the international monetary system and the preiequi 
sites for international monetary order may have been better understood a 
decade ago than they are now Events have moved faster than theories in 
recent years, and new truths have not yet firmly established themselves as 
successors to the old truths that practice has called into question 


THE SYSTEM OF BRETTON WOODS 

The statesmen who gathered at Bretton Woods, New Hampshire, in 
1944 to design a new system for linking the world's currencies could 
hardly doubt the power of nationalism They knew that a successful world 
monetary system would have to leave each government free, withm wide 
limits, to pursue its own chosen domestic policies But the participants m 
the Bretton Woods monetary conferences were also internationalists and 
they hoped to devise a system under which national sovereignty could 
coexist with international cooperation 
John Maynard Keynes was a leading participant in those conferences 
He was convinced, as were most other participants in the negotiations, that 
national governments had the power to influence domestic levels of income 
and employment They expected that power to be used against any recur- 
rence of depression Their task, therefore, was to devise a system of inter- 
national currency links that could maintain itself and function effectively 
in the face of divergent national economic policies 
The twin concepts of links and liquidity will help us appreciate the nature 
of the problems they saw themselves facing 
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its inability in such a situation to stem the depreciation by selling gold or 
other reserve assets A country currently balancing its trade accounts by 
importing short-term liquid assets and also holding a huge stock of reserve 
assets therefore possesses a sound currency par excellence 


Sound as a Dollar 

And now we have described the U S dollar as it appeared at the end of 
World War II The U S gold stock was over $20 billion in 1946 and had 
climbed to almost $25 billion by 1949-certainly enough, it seemed, to 
maintain the price of the dollar even in the face of prolonged pressures 
toward depreciation But no pressure appeared imminent U S exports 
were m heavy demand and the war-ravaged economies of Europe seem- 
ingly would, for some time, have little to offer in return Inflation in the 
United States could alter this picture, but there was no reason to believe 
this country would experience inflation at a greater rate than the rest of 
the world, and substantial reason to believe its productive capacity would 
do a better job than anyone else's of keeping the supply of goods in step 
with the demand So the dollar after World War II was "as good as gold " 
It was belter than gold, in fact, because a nation's gold reserves earned no 
interest But a country that chose to hold its international reserves in the 
form of dollars could earn a return on those reserves by depositing them 
m U S banks or by purchasing U 5 government securities that could be 
quickly and costlessly converted into dollar deposits 


The Dollar as International Currency 

That's how it came about that the Western world moved toward a dollar- 
gold standard after World War II The Umted States pegged the dollar to 
gold at a price of $35 per ounce Other countries then pegged their currency 
to the dollar The United States held its international reserves primarily 
in the form of gold Other countries might hold gold too, but they could 
also hold as reserves dollar deposits and assets such as U S government 
securities that were convertible into dollar deposits These deposits were 
in turn convertible into gold on demand by foreign monetary authorities 1 


1 We are unjustly ignoring in this discussion the pound sterling During the era of the 
classical gold standard London was the financial center of the world The Bank of England 
maintained pound gold convertibility and the pound was the major international reserve 
asset After World War II, nations that maintained close and extensive trading relations with 
the Umted Kingdom resumed the practice of holding sterling balances as reserves Not until 
1954 did the total of sterling in international reserves fall below the total of dollars But the 
decline of sterling as an international reserve occurred steadily it fell from 40% of all official 
reserves in 1948 to a little more than 5% by 1971 
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Under this system the dollar performed on the international level all 
the functions typically performed by a domestic currency It was an inter- 
national medium of exchange French imports from Sweden for example, 
could be paid for by transferring ownership of dollar deposits Dollars 
were held not only by central banks that wanted international reserves, 
but also by private citizens of foreign countries They often preferred to 
accumulate dollar assets rather than their own currency, because they 
believed that the dollar was less likely to depreciate through inflation It 
was also the international unit of accounting and was employed in practice 
to measure the value of international transactions And the dollar was the 
world s intervention currency, because the monetary authorities of differ- 
ent nations purchased and sold dollars in order to maintain the value of 
their currencies in the foreign exchange market 


How Much Liquidity? 

A major difference between such a dollar-gold system and a gold only 
system is the larger stock of international reserve assets that the former 
provides Why is that important? The monetary authorities of any country 
want liquidity for reasons similar to those discussed in chapter 18, where 
we described the demand for liquidity The future is uncertain They want 
to be able to handle unforeseen contingencies Unexpected developments 
might push a country's imports far beyond its exports for a temporary but 
protracted period This could be handled without depreciation by dipping 
into the reserves With inadequate reserves, depreciation might be avoid- 
able only by curtailing imports that were important to that country's eco- 
nomic development military security, or political stability How much 
liquidity was desirable? 

Just as there's no rule of thumb for deciding how large any individual's 
money balances ought to be, there's no rule of thumb for choosing the 
appropriate amount of international liquidity But the world's monetary 
gold stock was relatively fixed 1 And there seemed to be no law of nature 
decreeing that the amount of heavy yellow metal in the world, at its current 
price, had to be equal to the amount that all countries collectively wanted 
to hold as reserves The supply of monetary gold, at the fixed rates pf 
exchange between gold and various currencies, might be insufficient to 
satisfy the international demand for liquidity Wasn't that likely, in fact? 
Just as an individuals preferred level of money holdings is a function of 
his regular income and expenditures, so a nation's preferred level of 
reserve holdings could be expected to depend on the total of its imports 
and exports An expansion of world trade would presumably require an 

1 II was relahcity fived because gold could be attracted from the ground or private hoards, 
and could also disappear into private hoards of into industrial and ornamental uses 
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expansion of reserve assets rf the trading world was not to encounter a 
persistent liquidity shortage And liquidity shortages threatened free 
trade and stable exchange rates 

How so? A nation with inadequate reserves could not weather temporary 
import surpluses Even minor dislocations due perhaps to a poor harvest 
or a development boom, could quickly deplete the reserves and compel a 
choice between accepting a lower exchange rate or some combination of 
import restrictions and export subsidies Either choice conjured up mem- 
ories of the 1930s Adequate reserves were therefore desirable as insurance 
against a return to the thoroughly discredited policies of the thirties The 
doilar-gold system met the demand for an increased supply of inter- 
national reserves and pleased those who thought that gold by itself pro 
vided insufficient international liquidity 


The International Monetary Fund 

The architects of the postwar international monetary system designed 
an additional stabilizing feature for the system m the form of the Inter- 
national Monetary Fund The IMF was designed to be the central bank of 
the central banks or the monetary authorities' monetary authority 
Assigned to headquarters in Washington D C in deference to the domi- 
nant position of the United States in international Finance, the IMF was 
supposed to increase the liquidity of the international monetary system 
by lending reserves to countries that were experiencing temporary pres- 
sures toward depreciation The IMF would tide them over until the emer- 
gency had passed and they could again begin earning through exports 
enough foreign exchange to pay for their imports The loans were made 
out of sums deposited with the IMF for that purpose by member countries, 
but principally by the United States The loans were for short periods and 
were intended to cover only temporary exchange shortages A nation was 
expected to get its affairs in order during this period of grace, and the IMF 
was not above nagging when it thought a government might be abusing 
the grace it had received 

What Is "Irresponsible" 7 

Let's pause for breath You can test your comprehension at this point by 
thinking about ways m which such grace could be abused To begin with, 
we know thata country runs into trouble when it can't export enough IOUs 
(that is, borrow enough) to make up the difference between its merchan- 
dise and service exports and everything it 5 trying to import Why might 
that be occurring 7 

A government could be purchasing goods from abroad in blithe dis- 
regard of its eventual ability to produce enough goods to pay for them It 
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could be doing that to build up its military strength, to promote an eco 
nomic development program or in response to any of the innumerable 
pressures toward increased expenditures experienced by governments 
subject to popular will It's analogous to a consumer on a credit binge who 
prefers not to think about the relation between his future income and h s 
coming monthly payments 

Or a government might be spending more than it's collecting m taxes 
and financing the deficit by adding to the money supply This causes 
domestic inflation and inflation makes foreign goods look more attractive 
to importers and exports less attractive to foreigners 

Both examples show a government trying to live beyond its means-that 
is beyond its ability to finance current expenditures out of current taxes or 
domestic borrowing And that's what the IMF would complain about when 
warning that its line of credit was temporary and nagging a country to set 
its house m order Nagging, as you ought suspect, has never been an effec- 
tive tool of international diplomacy But nagging by a banker carries a 
sanction the possibility of no more credit And without IMF credit, the 
country would be unable to continue 1 vmg beyond its means It would be 
forced to change its ways 

Or would it? The offending government sometimes responded by 
imposing import restrictions or interfering m other ways with the free flow 
of international trade, the very event the IMF was supposed to make 
unnecessary Or it suddenly devalued its currency, another violation of 
the IMF s code of good conduct It would announce one morning that the 
pound sterling (or franc, lira, escudo, peseta) would now be exchanged for 
1 % dollars rather than the 2 4 / 5 doilars offered yesterday With this one move 
it could make its exports cheaper to foreigners and imports more expensive 
to hs own otaens-if other countries did not respond by devaluing their 
own currencies proportionately This last possibility was the one that 
made the IMF nervous Devaluations to promote exports and curtail 
imports were reminiscent of the 1930s Moreover they broke the link 
among currencies whose maintenance was the primary goal of the entire 
system A wave of devaluations, or even the fear of a wave of devaluations, 
would introduce all the uncertainties of freely fluctuatingrates They would 
upset the planning of exporters and importers encourage purely specula- 
tive purchases and sales, and generally interfere with the development of 
stable patterns of trade and specialization What could be done? 


The Best Laid Schemes 

The inevitability of seme devaluations and revaluations (remember that 
the term revaluation is reserved for upward revaluations) was generally 
recognized The rules of the IMF therefore provided for limited exchange 
rate adjustments, after consultation with the IMF, when the international 
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value of a country s currency was seriously out of line with its domestic 
uluc And this procedure the Brctton Woods conferees hoped would 
correct the excessive rigidity of the old gold standard The new system was 
built to bend so that it would not break 

But the system never worked as it had been designed to do The ten 
dency for currenci s to appreciate or depreciate away from the official rates 
proved the rule rather than the exception in thequarter century after World 
War 11 Economic development moved m many different directions at 
vastly different speeds ind with div erse and unpredictable effects on pro 
duction and price levels Governments were s mplv not v ill ng to let their 
domestic policies be dictated bv the need to maintain a fixed rate of 
exchange between their currency the dollar and the other currencies 
pegged to the dollar The flexibility of the new system still i asnt suffi 
aent because the world ludf w as changing r pidlv and because national 
governments insisted upon fir more freedom to mmeuver than most 
observers had mtuipated 

England probaol tried harder th in ny o her nation to follow the rules 
of international responsibihtv bht w mted the pound sterling to be a 
sound currency and not one tint fluctuated in value or displayed a per 
sistent tendenev to depreciate \nd «o f-ng I and pursued contractionary 
monetary ind fiseil polwits whutver the pound stirted to depreciate 
because Britons were trying to purchaji mroid more than thev were 
selling The results m the opinion of critic il observed were stop and go 
policies that disrupted domestic pre auction but could not prevent depre 
ciation of the pound hidcnci mouatid teadily tint stop and go policies 
designed to secure exchange rate stibihty reduced real incomes added to 
ttwmptayaT.Wi't stowed dowiv ecoworswc gsovrth vg 0 uvatcd soc il cow 
Aids of interest and ultim itely tilled to pre /ent domestic inflation 

Recall the classical mechanism by which a balance was supposed to 
be maintained by e ach nation between its credit-, and debits Rising debits 
would reduce the domestic money supply pull down domestic prices 
stimulate exports and discourage imports \ it ons with rising credits 
would experience domestic mfl atiosi and itstwm consequences of expand 
mg import., and shrinking exports In this manner a balance was supposed 
to be automatically m untamed 1 here is surprisingly little ev idcnce how 
ever that prices actually mov ed enough to achieve the desired results The 
results may have appeared nonetheless because a different mechanism 
was at work Nations losing international reserves would indeed expen 
ence a monetary contraction often because the monetary authorities 
induced it as i way of raising interest rates and encouraging foreign 
deposits in domestic banks to build up mternution il reserves But all th s 
was more likely as it turned out to cause recession than deflation The 
nation would experience a fall in Q rather than P In a recession however 
imports fall sharply And they rise sharply m nations experiencing an 
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economic boom brought about by the easy money and low interest rates 
that an inflow of international reserves either causes or permits So the 
cure largely worked, to the extent it worked at all, by giving the patient a 
disease (recession or inflation) worse than the one for which the cure was 
designed (balance of payments ' disequilibrium") 

On top of all this it is not universally conceded that the new flexible- 
fixed exchange rate system actually succeeded m reducing uncertainty 
and promoting a more efficient international allocation of resources The 
exchange rates were not in fact fixed, as proved by periodic devaluations 
and revaluations They did not, it is true Fluctuate from week to week 
except within the very narrow limits permitted by the peg But because 
they were not free to move regularly m response to changing conditions 
of supply and demand, their movements were large and abrupt when they 
finally did occur The certainty of international traders and investors 
regarding day to-day exchange rates was accompanied by longer term 
uncertainty It is not clear that the former certainty did more to promote 
trade than the latter uncertainty did to inhibit and distort it On the other 
hand, it isn t dear that either form of uncertainty had significant effects 
The largest impact of the "flexibly fixed' exchange rate system may have 
been on the domestic policies of the countries that more or less faithfully 
paid homage to it 


THE ROLE AND FATE OF THE DOLLAR 

This description and evaluation of the dollar-gdd standard m the 
quarter century following World War 11 has so far slighted the principal 
actor in the drama, the dollar It Was the dollar and U S policy that sus- 
tained the Bretton Woods system in its early years and finally brought 
about its disintegration m 1971 The international monetary system at this 
writing and the direction of its probable evolution can best be understood 
by looking at the history of the dollar as the world s reserve currency 


The "Dollar Shortage" 

A nation obviously cannot build up and hold dollar reserves unless it 
finds ways to acquire dollars How did the countries on the dollar-gold 
standard acquire supplies of dollars after 1945? Since dollars originate in 
the United States, they can only be obtained through direct or indirect 
transactions with the United States Let's review the kinds of transactions 
that supply dollars to the rest of the world. 

United States imports are one But U 5 exports exceeded imports in 
every year from 1946 to 1970 by amounts ranging from $310 million in 
1959 to $11 6 billion in the reconstruction year of 1947 And exports use 
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up the dollars that our imports supply So the exchange of merchandise 
and services made a negative net contribution toward supplying the world 
with dollar reserves 

Another source of dollars was U S government grants pension pay 
ments private gifts, and other unilateral transfers From 1946 to 1970 
the annual total of such transfers never fell below $2 2 billion and m 1949 
hit a peak of $5 6 billion To this total can be added the expenditures made 
abroad by the government for military purposes After the Korean war 
these expenditures climbed from $2 billion in 1952 to almost $5 billion at 
the end of the 1960s 

But against all this must be set the payments other countries made to 
the United States as a return on its foreign mvestments The income 
earning foreign mvestments of American citizens and corporations grew 
rapidly during the quarter century we re examining and by the late 1960s 
they were receiving net investment income of around $6 billion a year 

From 1946 to 1957 the net outflow of U S dollars from all the trans- 
actions we have mentioned was negative Over $17 billion more dollars were 
earned for the United States through all these transactions than were sup 
plied This was made up by extensive foreign investment both by the U S 
government and by private organizations and individuals short term and 
long term, direct and portfolio 1 * * * But the net amount was not enough from 
the standpoint of some critics to provide adequate international reserves 
and liquidity for the nations on the gold dollar standard That was what 
lay behind much of the talk {up to 1957) about the dollar shortage 
Unable to earn enough dollars to build up their reserves to a satisfactory 
level, other countries found themselves quickly m a bind whenever their 
export earnings dipped or their import payments rose Without a supply 
of dollars monetary authorities in other countries could not maintain their 
currencies at the established exchange ratios They had no choice then, 
unless they wanted to swallow the bitter medicine of deflation or more 
probably, recession except to impose controls on international trans 
actions or to devalue And either course was contrary to the intent of the 
system 

Not Enough Liquidity 7 

Some students of the problem came to the conclusion that the periodic 
devaluations, controls and half hearted attempts to take the classical 

cure which plagued the world economy after World War 11 could only 
be eliminated by finding an additional source of international liquidity 
One way to do that would be to increase the price of gold The stock of 

1 Direct investment occurs when a U S company expands the capital invested in ci er 

seas operations that it controls Portfolio investment is the pure! ase of securities in foreign 

firms that ate not controlled simply is a way of acquiring add tioml mcorae earning assets 

The distinction is fuzzy at the edges 
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gold though relatively constant m physical terms, could easily be increased 
m value terms through a decision by the United States to raise its dollar 
price If the United States had announced in the late 1940s that it would 
henceforth pay $70 rather than $35 for an ounce of gold, the world s stock 
of monetary gold would have been doubled by a stroke of the pen It would 
probably have more than doubled since the higher price would have 
stimulated additional gold production and persuaded private holders to 
sell at least a portion of their hoards to the monetary authorities 


Or Not Enough Self-Discipline? 

Why wasn't this recommendation adopted? The primary reason was 
probably the belief that a shortage of liquidity was not the actual problem 
Particular countries were chronically running out of reserves because they 
were unwilling to discipline themselves and live within their means There 
was no dollar shortage, there was only a widespread desire by countries to 
spend more than they earned An increase in the overall supply of reserves 
would have alleviated their problems only temporarily and given them an 
excuse to continue on their undisciplined courses The danger of any rise 
in the price of gold was the additional latitude and incentive it provided 
for inflation The same reasoning was applied to the proposal put forward 
in the 1950s that the IMF act as a genuine central bank and create new 
international reserves on its own credit much as the Fed a cates reserves 
for commercial banks in the United States The objections to these pro- 
posals go to the heart of the perplexing issue that has dogged our steps 
throughout these past two chapters Let's deal with it through a series of 
questions 

The Fundamental Questions 

1 When a governm ent incurs a budget deficit, is it doing so to stimulate 
output and employment? Or is it doing so because it cannot or will not 
collect the taxes required to support its expenditures? 

2 Does the deficit stimulate real output, or does it pull up the price 
level? If it does both, when does jt do which? Are the effects even separable? 
If they're separable in principle, are they separable in actual practice? Do 
we know enough to be able to cut off stimulus after it has had its major 
effect on output and employment, and before it starts to cause inflation? Is 
it possible, given institutional and political realities that fiscal or monetary 
stimulus is regularly required for full" employment and that it inevitably 
causes some inflation? 

3 If the last question is answered affirmatively a critical question 
arises What is the desirable tradeoff between high employment and price 
stability? How much of one ought to be sacrificed for the sake of the other? 
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in foreign enterprises? To its own citizens who dislike inflation and for 
whom government attention to the exchange rate is a discipline against 
the chronic temptations of governments to follow inflationary policies? 

These questions were not answered during the discussions of the 1950s 
and they have still not been answered conclusively to this day The quest 
for an international monetary system that will enable nations to behave 
responsibly toward one another is still impeded by disagreements regard- 
ing the wisdom of particular domestic policies 

But the United 5tates had its own reasons for not wanting to increase 
the price of gold in the 1950s and they probably tipped the scale. In the 
first place, an increase in the dollar price of gold is a devaluation of the 
dollar, at least with respect to gold And a devaluation of the dollar seemed 
to be an abandonment of the U 5 commitment to maintain a constant 
value for the dollar in terms of gold Nations that were holding dollars 
rather than gold reserves would be penalized for their participation in the 
dollar reserve system The bcoeftoancs would be individuals hoarding 
gold (illegal for Americans from the 1930s until 1975, but not illegal in 
other countries], nations that had turned up their noses at the dollar by 
exchanging dollars for gold, the Soviet Union, which had a gold stock of 
unknown but considerable size, and the Union of South Africa, which was 
the world's leading gold producer None of these was thought to be a 
particularly worthy recipient of the windfall gams that would accrue from 
an increase in the price of gold To increase the dollar price of gold in the 
absence of urgent reasons seemed like raising the wages of wickedness 

From Shortage to Surplus 

As so often happens, however, events outran discussion. The problem 
changed while everyone was still arguing about its nature and solution. In 
the late 1950s the li 5 gold stock began to flow overseas into the reserves 
of other nations and foreign holdings of dollars steadily increased. Con- 
ferences on the dollar shortage had not yet adjourned before some began 
to worry about the threat of a dollar surplus What had happened? 

In the first place, the nations of Western Europe and Japan had largely 
recovered from the devastation of World War II They were increasingly 
able to do without imports from the United States and to compete with the 
United States for export markets 

Moreover, some of them-most notably France-resented the privileged 
position of the dollar in the international monetary system and saw no 
reason, now that they Were again economically strong, why they ought to 
accept the dollar as an international reserve asset. Certain economic advan- 
tages accrue to a country able to get its currency accepted as an inter- 
national reserve asset In effect it is able to purchase goods from abroad on 
credit at low or even zero interest rates. The exporting nation holds the 
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meant that German and Japanese consumers paid higher prices for the 
goods they imported, but the voice of consumers is rarely as influential as 
that of producers in shaping a government's international trade policy 
The German and Japanese governments "cooperated" diligently to main- 
tain the value of the dollar by accumulating and holding short-term claims 
against the United States Thus they kept their own currencies under- 
valued and maintained their competitive advantage in exports 

With the burden of adjusting to the "disequilibrium" thus thrown back 
upon the United States, we tned a variety of measures to reduce the flow of 
dollars abroad At one time or another we raised the cost to American 
tourists of bringing back foreign merchandise, placed a tax on borrowing 
by foreign corporations m the United States, restricted foreign lending by 
U 5 banks, imposed first voluntary and later mandatory controls on direct 
investment abroad by US corporations recalled the dependents of 
American servicemen stationed overseas, threatened to impose quotas 
unless particular countries "voluntarily" curtailed their exports to us, and 
in a variety of smaller ways tried to discourage imports and encourage 
exports Meanwhile we began lecturing other nations on their obligation 
to assume a fair share of the expenditures we were making abroad for 
military security in Europe and economic development in poor countries 

Away from Gold 

In 1968, with the outward flow of dollars continuing, we announced to 
the world that we would henceforth redeem dollars in gold only for foreign 
central banks The real significance of this declaration was its dear impli- 
cation that our continued readiness to redeem dollars for central banks 
depended on their sparing use of theprivilege So a ' two her" market for 
gold was officially established The United States bought from and sold 
(very little 1 ) gold to central banks at $35, and private purchasers paid what- 
ever supply and demand might dictate The subsequent rise in the free 
market price of gold, to almost $200 an ounce at one point, excited specu- 
lators, grabbed headlines, displeased jewelers, delighted gold producers 
and owners of stock in gold companies, troubled dentists and them patients, 
and confirmed prophecies of all those who had said that gold was grossly 
undervalued at $35 an ounce But it did not seriously affect the world 
monetary system The world monetary system had moved farther from 
any meaningful kind of gold standard than most people suspected Gold 
Was on its way to becoming just another good 

In August of 1971, by presidential decree, th$ Treasury Department 
suspended "temporarily" the convertibility of dollars into geld "except 
in amounts and conditions determined to be in the interest of monetary 
stability, and in the best interests of the United States " The world was 
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officially off the dollar gold standard The president s speech announcing 
this policy indicated that it was a response to speculators who were 
'attacking ' the dollar But thats a lot like saving that a divorce is caused 
by the judge who enters the decree The plain fact was that the United 
States no longer wished to live with the situation m which it found itself 


THE FUTURE OF THE INTERNATIONAL MONETARY SYSTEM 

If the world was off the dollar gold stand lid after 1971 what standard 
was it on? For awhile after the suspension of the dol'ar s convertibility into 
gold no one was quite sure Foreign countries continued to peg their cur 
rencies to the dollar at the previous rates But they now knew that if these 
rates resulted m a net inflow of dollars they could not count on the United 
States to convert the dollars into gold Two of their options were to con- 
tinue pegging their currencies it the old rate ind accumulate undesired 
dollar balances that were likely to decline in value or to revalue their cur 
rencies by paying less for dollars, thus making the r own goods more 
expensive and American goods less expensive 


Floating Exchange Rates 

There was a third option The monetary authorities in those countries 
could simply stop purchas mg dolia rs W hen their citizens acquired dollars 
in international exchange, they would have to turn elsewhere than to the 
central bank in order to turn those dollars into domestic currency By 
taking that option monetary authorities would give up the attempt to peg 
the rate of exchange between their currencies and the dollar and allow it 
to find its own level in the market The idea! of fixed exchange rates yields 
to a system of /far or (lextMe 01 /Jon/utf exchange rates Apparently any 
label will do as long as it begins with the letter \ but jloniing has come to 
be the preferred term It has also since 1971 come to be the preferred 
option 

When the United States suspended the convertibility of the dollar and 
other countries more or less reluctantly gave up the effort to maintain an 
established rate of exchange between their currencies and the dollar some 
experts announced the breakdown of the international monetary system 
and the appearance of a world monetary crisis They called for emergency 
conferences to create a new system that would restore order before the 
flow of trade and exchange broke down in chaos 
But other experts rejoiced in the disappearance of the old system The 
first group's crisis was the second group s solution Those who held the 
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THE PETRODOLLAR CRISIS 

There are fads and fashions in pouuhr crise ard 197S w s \ 
banner sear for the petrodollar crisis P lr b i r was the new 
word coined m i°7t for the nonetary payments made by oil 
importing countries to e members of the Organist on of Pe ro 
leun Exporting Countnes Why were petr d >lhrs an object of 
concern 7 

The export ear un^s of OPEC countries i tore Ibu qi adnipled 
from 1973 to 1°71 because or h ghr oil prices ihere u..s obvi 
ously no way in vhich these countries me t or them wth quite 
small populations could met aist thur moort, j roporhona el> 
in a sho t period of time Hut null im s were go ng to tccumu 
jjie large ind gro v«h, tods or ,u h monc ary Me s as rra 
pounds yen francs gold inddollirs whin \cre the prererred 
medium of exchange for oil inpo l> 1 he d*nqu*. de Sruxelles 
estimated for trample that Saudi \r-bi i an 1 Iran collectively 
utereased their oil revenues fro n MS till oi n P7t h ^i7 n 
billion in 137 J Buttncireomomed nt rnatioi Ispundmgn 19/ 
was only $">61 billion (Trc data sere rpc rted 1 a the W il 1 sir? t 
)o irmil of December 30 1*7) ) The tohl Of ! C surples fur 1»71 
was estimated at SoO billion Whut a is ^oino to a up t n t mat 
surplus or to the overh ng of p*.trodol ars « son c ommotsls 
called it? 

Well whatr j! I happen? The OPT coantrie vl msumabl, 
want to loan thur staph But to shorn on \ n tarn and for 
what purposes? Financial tran act oi s bs OPLC eoun re<- hare 
so far beui veiled in just tnou h sterte/ to i 0 gn\ ate the aiaxiu/ 
of those sho fear that petrodollars vs II oon d srupt tne vhole 
international monetary system One rear is that the a ilsuntial 
hinds depo ited in international banks (indsubsequu tly lo ned 
to borrowers) might be reedied suddenly Banks cannot pay 
interest on deposits links' they tin Lni on the ou e a ef tnose 
deposits But they cannot grant borrower the long term loins 
they want if OPEC countnes insist that tneir deposit always be 
available on short notice 

One solution is for potential borrowers of tin su’-plus to educe 
OPEC countries into long term commitments by oftering a la gher 
rate of return That has clearly been happening But long term 
investments encounter another problem th'' suspicion of fore gn 
investment American-, for some reason dont like the idea of 
Arabs buying (that is investing in) Miami hotil lo va farms or 
Lockheed Aircraft and Germans are up et to karn that Kuwait 
has purchased a piece of Daimler Benz tf e manufacturer of 
Mercedes automobiles 

There is a fine irony in the thought of Saudi Arabi in owners of 
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American hotels worrying about shrinking profit margins caused > 
by rising utility bills that result from the higher price of Arab Oil, 
or of Kuwaiti investors lamenting Daimler-Peru losses attribu- \ 
table to the reduced demand for automobiles brought about by l 
nsmg gasoline prices 

We might do well to remember that international investment * 
creates international communities of interest That can't be alto- 1 
gether bad in a world threatened by international suspicion and 
hostility What better way is there to persuade the Arab nations 
to understand and sympathize with ow interests than to have * 
them purchase a large piece of those interests? t 


And the academic economists occasionally noted that the fixed rate system 
provided a lot of gainful employment for central bank economists and 
requned them to attend frequent conferences in such pleasant or exotic 
places as Geneva and Nairobi 

Some of the evidence is now m Floating rates do work The majority of 
the world's countries, however, do not Jet their currencies float freely They 
try to keep them more or less closely related to some other, major currency 
The dollar is only one such currency, the pound sterling, the French franc, 
and the mark have their own set of satellite currencies Even the major cur- 
rencies are not always allowed to float freely Governments intervene to 
practice what has come to be called a "dirty float ' and do not keep their 
hands off to achieve a "clean float " Don't conclude that "duty" necessarily 
means naughty The new head of the International Monetary Fund, pre- 
sumably a spokesman for virtue, told an IMF conference in Nairobi in 
September of 1973 that he welcomed central bank intervention m currency 
markets as a way of reducing "gyrations" and pushing currencies toward 
their true "underlying value" 


Where Are We Headed? 

How can the beginning student of economics hope to decide which is 
the best monetary system for the world when the experts disagree? Perhaps 
it isn't that important to decide. This chapter has tried to show that events 
have their own logic in international economics We shall nonetheless 
attempt a concluding summary and a timorous glance into the future 
Gold is gone as the international reserve asset It will always have value 
because it has other uses than as a medium of exchange And as long as 
people "believe in gold" or think of it as the safest investment in a period 
of inflation or uncertainty, the demand for it and consequently its price 
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Neither are we likely to see a return to the dollar-gold standard oi to a 
system where any single currency functions as the dominant medium of 
international exchange, principal resene asset, universal unit of inter 
national accounting, and pivot to which other currencies are pegged 
Countries whose currencies might be candidates for the role will likely 
decline such an extensive honor to avoid the limitations that the role 
unposes on independent policy formation And other countries will be 
reluctant to concede the honor, because they regard it more as a privilege 
than a burden 


The Social Character of Money 

What kind of system might evolve, then, to provide links between sepa- 
rate monetary systems and adequate international liquidity? The safest 
prediction is that it will indeed evolve, and not be created by a conference 
either of world bankers or academic economists For money is a social 
phenomenon, not just an artifact of commercial banks, monetary author- 
lties, and financial experts The indispensable prerequisite for an inter- 
national money is that it be almost universally accepted throughout the 
world as a medium of exchange Whatgives money universal acceptability? 
Nothing other than the fact that it is universally accepted 1 Acceptability 
requires use, in other words, and use presupposes acceptability This isn’t 
arguing in a circle It is simply taking note of the fact that nothing has ever 
come to function successfully as money except by coming gradually to be 
used and accepted in a particular society Social use and not legal declara- 
tions creates a monetary system Consider the easygoing acceptance of 
Canadian money in northern border areas of the United States Or ask 
yourself how checking accounts came to be the major component of the 
money supply in this country 

This analysis rules out, at least for the foreseeable future, a single world 
currency used in all countries alike That's the system used to facilitate 
"international" exchange among the fifty states But the social foundation 
for such a reform does not exist throughout the world Even Canada and 
the United States have separate (though strikingly similar) currencies, 
evidence that Canadians and Canadian interests are at least somewhat 
different from the people and interests to the south Separate currencies 
reflect both a measure of social distance and a determination to preserve 
that distance The United States could easily supply a stock of money 
adequate for all of North America But Canadians and Mexicans would see 
jn such a move evidence of a U S desire to take them over and destroy their 
separate identities A single monetary system promotes economic inte- 
gration The governments of Canada and Mexico would probably be 
reluctant to sacrifice the additional bit of independence that the absence of 
a common money provides 
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Special Drawing Rights 

The future of SDRs should be viewed in this light SDR stands for Spe 
cial Drawing Rights on the International Monetary Fund sometimes 
referred to as paper gold We mentioned earlier in discussing the inter 
national demand for liquidity the proposal that the IMF create inter 
national money in the way that national central banks create domestic 
money There is no logical reason why this could not be done And SDRs 
currently exist in quite limited quantities They are credits that nations 
have with the IMF that can be transferred to other nations in settlement of 
international claims But the total value of SDRs is fairly small at the 
present time and cannot be expanded in the absence of international agree 
ment on the method of expansion Anything more than a limited agree 
ment for a limited expansion of SDRs will be difficult to achieve If the 
IMF functions successfully m the years ahead and gains increasing trust 
and cooperation from member nations it will increasingly be regarded as 
everybody' s central bank and may be authorized to issue large quantities 
of additional SDRs But for the IMF to function successfully and acquire 
that kind of trust and cooperation it will first have to be viewed as every 
body s central bank and not as the creature of the developed Western 
nations or of the United States That in turn presupposes an evolution 
toward internationalist attitudes and sentiment far beyond wnat we cur 
rently observe 

No gold standard No dollar or sterling standard No SDR standard No 
single currency for the world T oward what system are we likely to move 
then? Probably toward one not very different from the system which 
evolved after 1971 The rates at which currencies exchange for one another 
will be set by underlying forces of supply and demand with regular nudges 
in this direction or that from the monetary authorities and an occasional 
sharp jolt Now that the pins have fallen out of the old Fixed exchange rate 
system it will be extraordinarily difficult to reconstruct it or build a new 
one Governments have come to prize their freedom to cut the doth of 
domestic economic policy to the pattern they choose the system of fixed 
exchange rates required that governments tailor domestic policy to fit the 
shape of the international economy That may or may not have been a 
valuable discipline but external discipline is no more appreciated by 
governments than it is by college students 

A second reason why we should not expect to see the reemergence of a 
fixed exchange rate system is that its construction would require extensive 
international cooperation Sufficiently close cooperation among the nations 
of the world is unlikely at the present time Not only are there conflicting 
interests that would have to be resolved before a working agreement could 
be reached there is also no consensus on what went wrong with the old 
system and what should have or even could have been done to save it The 
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The International Monetary Fun4 created Special Draw ng 1 
Rights (SDRs) in 1969 as a new international reserve asset that the 1 
IMF could issue whenever it thought a growth in global reserves 
was desirable Countries were obligated to supply their awn cur 
renaes up to ace tanlimt In return lor SDRs tendered by ether 
Countr es-although this requirement was only imposed on coun 
tr es i ith strong reserve positions. The 1MI intended to create 
SDRs and credit them to the account of a country wi h i serious 
reserve shortage that country would than use them to obtain a 
defined amount of currency from other participating countries 
By mpostng Migtl mis to accept SDRs the IMF itself designated jj 
them as inferior reserve assets , 

What is the valueof one SDR? It was set originally at the dollar's 
pat value m gold 1 6 DR - 1 dollar - y to ounce of %<&& Bui the 
United States subsequently devalued the dollar relat ve to gold 
and I SDR rose to 51 03571 l 5DR rose to 51 20o35 with the ' 
second devaluation of the dollar 1 

S nee July 1974 the value of the SDR has rested on a weighted 
average of the exchange rates of Jo IMF member countries The 
weights vary from 22% for the US dollar and 125% for the ^ 
German math down to 1 % each for the Austrian schilling and 
South African rand That makes the SDR a highly stable reserve , 
asset Its value will nse or fail roughly m proportion to the average 
r se or fall in the prices of the principal currencies for which it 
exchanges It was this stability that prompted OPEC nations m 
1975 to shift from the dollar to the SDR in quoting oil prices I 
During the s ngle month of February 1075 the average daily 
value of the SDR fluctuated between $1 23 1342 and $1 2613187 t 
That s a 2 y z % variation within just a few weeks apd the 5DR j 
duesnt seem lo be very stable But th nk about it again Was it 
the SDK or the dollar that was fluctuating in value? If the yard 
stick is continually varying n length the item being measured t 
wilt stt n to change ts length 

Since the SDR s v? ue is now a we ghted average of the value ! 
of (he principal international cutrencws against which SDRs 
exchange it makes more seme to dunk of the SDR as the yardstick 
and assign the var ationtothe dollar Thereis of course noabso l 
lute standard of value in economics But SDRs may be the most 
satisfactory yardstick we have rhey are certa ply more satisfac 
tory than gold whose purchasing power in terms of national 
currenc es or real goods has varied enormously in recent years ; 
The notion that gold is Ihr standard is a powerful prejudice that s 
difficult to shake despite the fact that the purchasing power of j 
gold can eas (y be manipulated by the governments of the Soviet ’ 
Union and South Africa 
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United States has blamed the nations that deliberately maintained under 
valued currencies discriminated against our exports and refused in gen 
eral to shoulder their share of the worlds burdens 0 her nations have 
blamed the United States for trying to hang on to the benefits of having the 
world s key reserve currency without being willing to accept the costs 
Those costs are primarily the acceptance of fiscal and monetary restraint 
to staunch an ouhvard flow of international reserves even when such 
restraint threatens to reduce domestic output and employment 
Both criticisms overlook a major d lemma confronting any reserve cur 

rency There is a slippery relationship between its supply and ts demand 

Supply and demand analysis would yield few useful predictions if changes 
m the supply of some commodity regularly triggered changes m the 
demand for it But that happens with reserve currencies The United States 
supplied dollars to the world by making expenditures abroad Those 
dollars became international reserves insofar as countries retained some 
portion of the expenditures in the form of short term claims on the United 
States But by the conventional measure this is a deficit m the U S balance 
of payments And defiats are signs of economic weakness Here is the 
paradox The dollar is m strong demand when it is regarded as sound An 
increased supply of dollars to meet a strong demand is interpreted how 
ever as a sign of weakness and reduces the foreign demand to hold 
dollars Perhaps this is whv the dollar shortage turned so suddenly to a 
dollar surplus in the late fifties The line between shortage and surplus 
may be a razor's edge on which a currency can only be balanced by skilled 
and strenuous acrobatics 


International Policies in National Contexts 

If the requisite skill coupled with the requisite will to recreate and main 
tain a world system of fixed exchange rates does not exist a system of 
floating rates either dirty or clean is the alternative We have already 
noted the alleged advantage of such a system It puts the burden of adjust 
ment to changing international trade patterns upon international exchange 
rates thereby insulates the domestic economy from the effects of inter 
national disturbances and enables domestic policymakers to ignore the 
balance of payments That sounds good but it may be neither wholly true 
nor wholly a blessing 

A change in a country's foreign exchange rate does affect the domestic 
economy A depreciation for example makes imports more expensive 
and so drives up the prices people must pay It also increases the foreign 
demand for exports which pulls up prices and puts additional upward 
pressure on the domestic price level Smce depreciation is usually the 
consequence of prior inflation the fact that it causes fu rlher inflation should 
at least be grounds for caution If prices were as flexible downward as they 
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are upward, the inflationary pressures in the countries with depreciating 
currencies might be countered by deflationary pressures in the countries 
whose currencies are appreciating But if most prices are strongly resistant 
to downward pressure as many insist they are, all relative price adjust- 
ments must be upward adjustments Floating exchange rates could then be 
a system for the international transmission of inflation Tq what extent 
have floating exchange rates been responsible for the worldwide inflation 
of the past few years? Some critics have assigned them a major share of 
the blame 

In addition to the inflationary threat they pose, they create substantial 
price uncertainty for exporting industries and industries that compete 
extensively with imports This increases investor and producer uncertainty 
and may aggravate income and employment instability An American firm 
that had just invested heavily in a new bicycle-manufacturing plant could 
be badly hurt by a sudden depreciation of the pound that made British 
bicycles temporarily much cheaper than its own If this starts to occur, will 
nations be willing to let the international economy run itself? Or will they 
once again pick up the weapons of import restrictions, export subsidies, 
and controls or capital movements? The use of these weapons reduces 
global welfare by preventing resources from being allocated in accord with 
comparative advantage But neither the principle of comparative advantage 
nor the concept of global welfare has ever won a national election The 
international economy, and consequently the international monetary 
system, will continue to be subservient to national economic goals as long 
as nationalism controls the policies of governments 

Perhaps the difficult questions are finally not questions of the best insti- 
tutional anangements for ordering an international economic system 
These may be mere technical questions that reasonably intelligent and 
informed people could answer to almost everyone's satisfaction if national 
governments stopped pursuing domestic policies that interfere with any 
international order This last statement doesn't necessarily imply that 
national governments are villainous But the overriding fact is that inter- 
national policies are developed in the context of national economic policies 
Governments today have programs by means of which they try to control 
economic growth, fluctuations in production, unemployment price levels, 
and the distribution of income And the realities of democratic politics 
decree that those programs take precedence over the maintenance of a 
stable international economic system Four passengers m a single auto- 
mobile will never agree on the best way to get where they re going if they 
disagree about where they ought to be going 

Perhaps when we acquire a better understanding of the effects of fiscal 
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EURO-DOLLARS AND OTHER STRANGE BEASTS 

Some of the most complex issues in international monetary 
economics aie issues created by the use of bank deposits denomi- 
nated m foreign currencies No one is quite sure about the size of 
these deposits, the way m which they expand or shrink or how 
they can be controlled m the interest of domestic and international 
monetary stability 

Suppose that a German citizen purchased a painting by Jasper 
Johns From a New York dealer and paid for it with a check for 
180,000 marks drawn on a Hamburg bank If the dealer then 
deposited the check in First National City Bank, he, balance would 
rise by about $75,000 (The exchange rate is assumed to be 2 4 
marks to the dollar) First National could offset the $75 000 
increase in its liabilities if it sold the marks for that amount of 
dollars 

But suppose that the dealer prefers to hold marks because he 
thinks marks are less likely to deprecate than dollars And he 
persuades First National to maintain its liability to him m mark. 
He would then be the owner of a checking account denominated 
in a foreign currency He could spend those marks by writing 
checks against that account If there are other Americans who 
would prefer marks to dollars, these "Americo-marks" could 
function as money in the United States They would constitute a 
genuine addition to the stock of assets that can be used directly 
as a medium of exchange 

"Americo-marks’ are not in fact a medium of exchange in the 
United States But Euro-dollars are an important component of the 
money supply in Europe Some of those European bank deposits 
denominated m dollais did not even originate in U S payments 
to Europeans They were created by the same kind of money- 
creation-through-I ending that we described in chapter 18 Insofar 
as dollar loans by European banks to Europeans are redeposited 
in European banks that offer dollar denominated accounts to their 
customeis, the only limit on the Euro -doll at 'money multiplier' 
will be the reserve ratio the banks collectively wish to, or are 
required to, maintain 

The Euro-dollar is a vivid symbol of the international nature 
of the monetary economy and one more reminder of the dangers 
and difficulties inherent in managing a national economy as if it 
were isolated from the rest of the world 




700 


Chapin Twtnty Four 


and monetary policies and of other go\ ernment techniques for influencing 
economic activity, we shall be ma better position to construct a satisfactory 
international system But that may require a more comprehensive under- 
standing of economic systems than the science of economics by itself can 
provide Some even argue that it would require a reorientation of our basic 
approach to the organization of economic systems Those are some of the 
issues with which well be wrestling in the concluding chapters of this 
book 

Once Over Lightly 

The new international monetary system that was formulated at Bretton 
Woods in 1944 and that survived roughly (in both senses) until 1971 was 
designed to secure both flexibility and stability in international exchange 
and to harmonize national independence with international interdepen- 
dence 

Fixed exchange rates were the goal Other nations pegged their cur- 
rencies to the dollar and the United States pegged the dollar to gold 

Divergent rates of inflation and economic growth, shifts in demand and 
technological change and differences in policy targets and procedures for 
hitting those targets created constant pressure for exchange-rate adjust- 
ments under the Bretton Woods system Insofar as nations altered their 
exchange rates the system failed to provide stability Insofar as they 
imposed restrictions on international trade or domestic production to 
maintain their exchange rates the system failed to provide adequate 
flexibility 

The system invited extensive recriminations The United States was 
blamed first for importing too little and creating a dollar shortage then 
for importing too much and cheapening the principal international reserve 
currency Other countries were blamed for irresponsibly trying to live 
beyond their means or for irresponsibly seeking competitive export advan- 
tages by maintaining undervalued currencies Through all of this, people 
nonetheless found ways to expand the volume of international trade 

Thesystem collapsed when neither the United States nor other countnes 
could or would take steps to achieve a balance between the quantity of 
dollars demanded and the quantity of dollars supplied internationally 
The United States severed the last official gold dollar link in 1971 and 
other countnes reclaimed their nght to peg or not peg their currenaes as 
they saw fit 

The system of floating exchange rates that ensued has apparently not 
yet introduced so much uncertainty as to create new restrictions, legal or 
voluntary, on trade It has reduced the frequency of balance of payments 
crises" by making nations, and especially central bankets, less anxious 
(or at least less vociferously anxious) about movements in exchange rates 
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The system may also have contnbuted to the international transmission of 
inflation by removing an incentive for national governments to practice 
monetary restraint 

It wiU be difficult and perhaps impossible m the foreseeable future to 
create a new international monetary system because of the difficulties in 
the way of achieving consensus among national governments But so Ion® 
as international trade m goods and securities continues and even con- 
tinues to grow, a functioning international monetary system exists 

The most serious problem facing national governments today may not 
be the creation of an international exchange system, but the reconciliation 
of inconsistent domestic and international policy objectives 


QUESTIONS FOR DISCUSSION 

1 Does the United States today have a single currency and a completely unified 
monetary system? Are exchange rates between Georgia and Alabama fixed 
or floating? Can you think of circumstances where money acceptable as a 
medium of exchange in one geographic region must be converted into 
another form of money (at some cost) before it can be used m other regions? 
How do people who travel extensively in the United Slates avoid both the 
risk of carrying large quantities of universally accepted money and the 
inconvenience of not having a money that is generally acceptable where 
they te traveling? 

2 In 1860 there were about 1500 state chartered banks in the United States 
each issuing its own paper money in a variety of different types These bank 
notes were promises to pay specie on demand to the bearer of the note they 
were therefore liabilities of the issuing banks There was no homogeneous 
paper money that was accepted everywhere 

(n) What kinds of problems would you expect to find under such a system? 

(b) Did the different regions of the country have fixed exchange rates? 

(c) Could 'balance of payments deficits occur under such a system? 

(d) Would you expect such a system to reduce or intensify interregional 
conflicts of interest? 

3 As one way of paying for the Civil War the federal government in 1862 
began issuing non interest bearing notes that were not redeemable in specie 
The federal government simultaneously refused to accept greenbacks as 
they came to be called m payment of taxes 

(it) What would you expect to occur in such a situation? 

(t) In July 1864, the New York money market was offenng about S4G in 
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gold for $100 in greenbacks What does this imply about prices of goods in 
the United States at the time? If you were to ask a seller of clothing what price 
he was chaiging, how would he answer? 

4 Per capita currency in circulation in the United States increased by almost 
20®o from 1S70 to 1395 Does this prove that the claims of a money shortage 
made by William Jennings Bryan and his followers m the 1896 presidential 
campaign were mistaken 7 

5 A farmer plants com in May expecting to purchase dollars in October when 
he harvests his crop How does he protect himself against an unanticipated 
increase in the pnce of dollars (equals depreciation in the price of corn)? (s 
the same kind of protection possible for British producers of Scotch whiskey 
who contract to sell a certain quantity to the United States for a certain 
number of future dollars and want to protect themselves against a depreci- 
ation of the dollar relative to the pound? 

6 If someone bought gold in 1944 at $35 an ounce and sold it in 1974 at $175 an 
ounce how much protit did he earn 7 What was the annual percentage 
return cm his investment over this period? (Table 12B will tell you approxi 
mately what interest rate equates $35 now with $175 available 30 years in the 
future ) Would he have done better by purchasing shares in a mutual fund 
that paid 8% compound interest in dividends plus appreciated value? (Hint 
At 8% a dollar 30 years from now has a present value of less than 10< ) 

7 In the late 19t>0s the Fed tried to keep short term interest rates up in order to 

protect the U 5 balance of payments How could this affect the balance of 
payments? The Fed simultaneously tried to keep long term interest rates low 
to encourage investment and economic growth Where is the line between 
the short term and the long term? Can the line be crossed? 

8 How would you expect a recession to affect a country s imports of merchan- 
dise services and securities? 

9 Explain what Charles de Gaulle meant when he rejected U 5 complaints 
about French purchases of gold in the 1960s by stating that France could not 
be expected to finance an American takeover of French industry 

10 Floating exchange rates free a nation to pursue the domestic policies it 
prefers Is that true? 

11 Money is accepted because it 5 acceptable Is that an empty platitude Oran 
important truth? 

12 How will the acceptability of 5DRs be affected by the decision of OPEC 
governments to quote petroleum prices in SDRs rather than dollars? Will 
this make petroleum more expensive or less expensive to United States 
buyers? Explain your answer 

13 SDRs are credits created by the International Monetary Fund How should 
the IMF decide how many such credits to create and to which countries 
accounts they ought to be credited? Some people have suggested that since 
SDRs are new money they should be given initially to the poorer countries 
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Do you agree? Would this be a costless way of a.drng less developed 
countries? 

u is it harmful to U S prestrge when the dollar deprecates? Wiry do you sup- 
pose that governments usually express more offtcral alarm over depreciatron 
than over appreciation of their currencies? 

15 Assume that you are the manager of the German Central Bank and that you 
are confronted with the problem presented at the end of the section on 
Exchange Rates in chapter 23 The mark is undervalued relative to the dollar 
so that your bank is continuously acquiring additions to its gold stock and 
adding marks to the domestic money supply 

M Why will this tend to cause domestic inflation? 

(fc) What effect will the domestic inflation have on the flow of gold? 

(t) What steps might you take (other than revaluing the mark) to prevent 
the undervaluation of the mark from causing inflation? 

(d) If you call in the owners of the Volkswagen Corporation and ask them 
whether you should revalue the mark what do you think they would say? 

(e) If a Chevrolet costs 4000 dollars a Volkswagen costs 12 000 marks 
and the dollar-mark exchange rate is 1 for 4 what is the Chevroiet- 
Volkswagen exchange rate? (What percentage of a Che Tolet will a Volks 
wagen purchase and how many Volkswagens will a Chevrolet purchase?) 
Who would gam from a revaluation of the mark? Who would lose? 

(f) What nught the elasticities of demand for internationally tradedgoods 
have to do with your answer to the last quest on? 

16 The governments of Lower Slobbovia and Upper ElVbium each ran $5 billion 
budget deficits last year which they financed by selling bonds to their cen 
tral banks Imagine that you are the IMF representative assigned to deal 
with each country and that they appeal to you for a loan to help them with 
balance-of-payments difficulties they're beginning to encounter Construct 
some plausible dialogues that might ensue 

17 Every Federal Reserve note shows the name of the Federal Reserve Bank that 
issued it Check the notes in the possession of members of the class to see 
where they were issued 

(a) How did notes from outside the Federal Reserve district m which you 
live come into the possession of people in the class? 

(b) What would occur if the Federal Reserve Bank of Boston drastically 
curtailed its issue of Federal Reserve notes and the Bank of San Francisco 
substantially increased its issue while all other Reserve Banks maintained 
their present policies? How would you expect this to affect the distribution 
of Federal Reserve notes by the bank of issue? How do you think this policy 
would change the pattern of notes held by students in your class after a 
penod of one year? (I he little map which follows may help you make 
reasonable guesses ) 
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(c) What would occur if the monetary authorities in the United States 
sharply increased the rate of money production while monetary authorities 
in Germany sharply decreased the rate of money production? Would you 
expect the same consequences as m part b of this question? Why or why not? 

(d) The data below show the compounded annual rates of change n the 
money supply of ten industrialized countries on which the Federal Reserve 
Bank of St Louis publishes a quarterly scorecard 


% change 1st quarter 
1970 to 4th quarter 1972 
109% 

125 


% change 4th quarter 
1972 to 4th quarter 1974 
96% 

93 


Belgium 109% 96% 

Canada 125 93 

France 12 2 110 

Germany 12 2 57 

Italy 21 8 182* 

Japan 24 6 14 4 

Netherlands 16 2 48 

Swtzerland 128 -09 

United K ngdom 14 2 52* 

United States 69 58 

(‘through 3d quarter 1974) 

Those data certainly do not provide a definitive answer to part c of this 
question But they do provide a license to speculate What do they suggest to 
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(t) If U S monetary authorities create new money at a faster rate than 
Americans want to add to their mone / holdings b> what processes might 
some of that money flow to other countries’ How might we manage to make 
use of money created in other countries if US monetary authorities in- 
creased the domestic supply less rapidly than the demand was growing? 




FISCAL AND MONETARY POLICY 
The management of aggregate ftem a nH 


Beginning students of economics sometimes get the impression that 
fluctuations in the aggregate level of economic activity could be easily con 
trolled if we simply made up our minds to do so Unemployment and 
inflation both seem to be consequences of inappropriate levels of aggregate 
demand Since the government can change the level of aggregate demand 
by means of fiscal or monetary policy it would appear that government 
has the power to stop inflation and reduce unemployment Some therefore 
conclude that the failure to control aggregate fluctuations is evidence of 
the stupidity or wickedness of politicians or of the political influence 
wielded by reactionary special-interest groups 


THE GENIE CONCEPTION OF GOVERNMENT 

"If current demand is inadequate or excessive let the government use 
its powers to alter aggregate demand and bring it to the appropriate level ' 
It sounds so simple and sensible But it isn't necessarily sensible, because 
it isn't simple at all Who knows the current level of aggregate demand, 
the appropriate level, and the actions that will move aggregate demand 
from the wrong to the right level? Who knows all the unintended side 
effects of such actions and ho w to prevent the undesirable and bnng about 
all the desired side effects 7 W ho knows the length of the time lags between 
a fiscal or monetary policy action and its impact on spending, prices, 
output, and employment 7 And what good will it do to know if one lacks 
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the power to compel action? In a democracy power is shared by many 
people with different perspectives and ideals and conflicting interests 
Among these human beings who are neither omniscient, omnipotent, nor 
wholly impartial we must regrettably include Federal Reserve officials, 
members of the House and Senate, officers of the federal administration 
up to and including the chief executive, and even the professional econ- 
omists who serve on their research staffs, function as their council of 
advisers, or offer outside criticism 


Solutions by Assumption 

A strange thing often happens when social scientists try to construct 
policy proposals They suggest a solution to problems in their area of 
competence and assume that problems in other areas either don't exist or 
can be resolved with no difficulty A psychologist, for example, may look 
at the growing incidence of "mental illness " attribute it to the way children 
are reared m our society, and recommend new socialization patterns as the 
solution But a sociologist disturbed by some of the consequences of the 
ways Americans rear their children will attribute our patterns of sociali- 
zation to psychological problems and urge us to adjust our attitudes The 
psychologist ignores the problems of social interaction and the sociologist 
ignores the problems of motivation and character structure 
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Economic reformers make this mistake when they assume that govern 
ment is a dens ex machma that it need only be invoked and instructed and, 
like Aladdin's marvelous genie, it will faithfully do as it is told They are 
assuming in such cases that the problem the political scientist wrestles with 
-getting governments to behave efficiently and equitably-has already 
been solved This Genie Conception of government enables economists 
to get around the difficulties arising from the fact that political institutions 
are controlled by people And that doesn't mean The People-another 
dangerous abstraction-but people like us who are often ignorant and 
shortsighted and sometimes even guilty of defining the public interest m 
suspiciously self-serving ways 

No economist would construct policy proposals on the assumptions that 
producers and sellers put the public interest ahead of their own interests, 
have all the information they want, and cannot be prevented by their sup- 
pliers, employers, or customers from doing whatever they deem best To 
do that would be to ignore the very questions economists try to answer 
Noneconomists frequently argue today that pressing social problems like 
pollution should be handled through the acceptance by business firms of 
their "social responsibilities " It's undoubtedly true that a lot of problems 
would dimmish or disappear if business executives always acted in the 
public interest But will they want to will they know how lo and will they 
he able t o? Economists realize that to assume an affirmative answer in each 
case is to ignore the problems of the economic order We must be careful 
not to adopt in the political sphere a conception of human interests and 
capabilities that we would recognize as absurd if adopted in the economic 
sphere In short, we must be on our guard throughout this chapter against 
the Genie Conception of government 


FISCAL AND MONETARY POLICY IN USE 

The preceding chapters have introduced you to two tools for the manage- 
ment of aggregate demand fiscal policy and monetary policy How much 
difference does it make which one is chosen? Is one more effective than 
the other? Do they have different side effects that make one a more appro- 
priate tool than the other? Or does it depend on the circumstances? Is 
there a proper mix of the two or different mixes appropriate for different 
circumstances? While there is a considerable consensus among economists 
today on these questions, major areas of disagreement still remain More 
importantly, perhaps, the debate between advocates of fiscal policy and 
advocates of monetary policy has been joined by those who believe that 
either policy is likely to be too much and by a growing number who find 
both together inadequate The making of stabilization policy js still far 
from a settled science 
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stock of already existing money Whichever course is chosen, the fiscal 
actions will have monetary effects Let's try to sort out the possibilities 
The Treasury does not create new money on its own As we saw in 
chapters 18 and 19, the creation of additional money comes about through 
credit expansion by commercial banks and the Fed We can therefore set 
the problem up in terms of the three sources from which the Treasury 
may borrow the Fed, commercial banks, or the nonbank public 
Suppose the Treasury borrows from the Fed m order to secure th e funds 
to finance expenditures not covered by taxes The Fed m effect gives the 
Treasuryadditional deposits in exchange forgovernment securities When 
the Treasury then spends these deposits they flow into the bank accounts 
or currency holdings of defense contractors, welfare recipients, military 
personnel, or whoever is on the receiving end of the expenditures The 
money supply consequently increases 
These new deposits are also new reserves for the commercial banking 
system Banks will therefore find their lending power increased If they 
can locate eligible borrowers, the commercial banks will, by expanding 
their loans, create a further addition to the money supply 
It follows that the money supply could increase by the entire amount of 
the deficit, even though the Fed directly Financed only a portion of the 
deficit A $50-billion deficit, for example could be handled through some 
combination like a Fed purchase of $15 billion in new government secu- 
rities and commercial bank purchases of $35 billion The Fed purchase, by 
supplying new reserves to the banking system enables the commercial 
banks to acquire additional government securities by creating new demand 
deposits 

Now suppose that the Fed wants to prevent the growth m the money 
supply that would result trom increased Treasury borrowing Insofar as 
the Fed is successful, the Treasury' will be forced to compete with other 
borrowers for use of the existing money stock Unless there are idle funds 
around, interest rates will consequently rise until the higher cost of bor- 
rowing squeezes out the excess demand The net effect, then, will be an 
expansion of government spending and a compensating reduction of pri 
vate spending But this defeats the original purpose of the government s 
policy, an increase in government spending that is exactly matched by a 
decrease in private spending provides no stimulus to total expenditures 
There's one other possibility Suppose the public is holding large money 
balances because consumers and investors are fearful of the future They 
might be persuaded to exchange those balances for government securities 
That would give the Treasury the money it wants without an increase in 
the measured money stock More spending would then occur with no 
increase in M because the public had been persuaded to exchange money 
for government bonds and the government then spent the money In effect, 



V would have increased But is any of this very likely except in a period of 
deep depression? Perhaps m the 1930s public confidence was so low that 
deficit spending could tap large idle money balances But that doesn't seem 
to describe the situation at any time in the past three decades 
The conclusion is a simple one Deficit spending by the government 
affects the monetary sector It results in some combination of an enlarged 
money stock and higher interest rates If the Fed tries to prevent public 
expenditures from crowding out private expenditures by making more 
credit available when the Treasury is borrowing, it causes a growth in the 
money supply But if the Fed tnes to prevent an increase in the money 
supply, it will force private borrowers to bid against the Treasury for the 
limited supply of credit Fiscal policy is inseparable from monetary policy 
Is monetary policy equally inseparable from fiscal policy? The link is 
not as close in the other direction Government spending uses money but 
more money can be created and spent independently of any changes in the 
government budget It doesn't follow, however, that fiscal policy cannot be 
a useful aid to monetary policy Remember that the Fed does not directly 
control the size of the money stock It can increase the available reserves 
of the banking system, but it cannot force anyone to borrow and thereby 
convert free reserves into money Government borrowing and expenditure 
is one way to increase the money supply And in a period of low confi- 
dence when consumers and investors don't want to borrow, fiscal policy 
might be the only practical way to make monetary policy effective 
All of this has one very important implication The sometimes vehement 
debate in recent years over the respective roles of fiscal and monetary 
policy in causing inflation was largely a debate ever a non-issue The 
federal government ran very large deficits m the 1968, 1971, 1972, and 
1973 fiscal years, spending about $85 billion altogether in these four years 
beyond what it collected in taxes To ask whether this would have caused 
inflation if the Fed had not simultaneously allowed a rapid expansion rn 
the money supply is a pointless question An expansion of the money 
supply was necessary if the mounting federal expenditures were not to 
crowd out private spending 
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It is more useful to ask why the federal government ran such large 
deficits And the answer isn't hard to find The government was committed 
to military and domestic programs that entailed an expansion of budget 
outlays beyond the rate at -which Congress was willing to raise taxes But 
it's a bit more complicated than this suggests Tax rates were in fact 
increased in 1968 as a result of which federal government budget receipts 
rose 30% from 1967 to 1969. Expenditures increased by only 15% over this 
period, and the federal budget, measured through the income and product 
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accounts showed an $8 billion surplus m 1969 But something unexpected 
happened The percentage of disposable income that consumers saved fell 
from 74% in 1967 to only 6% in 1969 Consumers were apparently 
unwilling to reduce their expenditures in the face of what they saw as a 
temporary increase in taxes They cut their saving instead so aggregate 
private demand did not fall as much as Congress had anticipated Invest 
ment spending also failed to slow down It increased by 8% in 1968 and 
10% in 1969 (From 1966 to 1967 it had ded led by 4% and it fell by 2% from 
1969 to 1970) In short we cannot simply blame Congress and the presi 
dent for a cowardly refusal to raise taxes to match mounting expenditures 
Private spending didn t respond as sensitively to tax rate charges as many 
had expected 

In defending our political leaders against the charge of f seal irrespon 
stbihty we have also called attention to a potential weakness in fscal 
policy as a tool for aggregate demand management In the income 
expenditures model of chapter 21 consumption expenditures were treated 
as a stable function of after tax income V\ e could also have made invest 
ment depend on tax rates because it undoubtedly does but we took the 
simpler route and assumed that changes m taxes had no effect on invest 
ment expenditures The crucial question however is whether investment 
spending is a stable and predictable function of tax rates The evidence 
strongly suggests that we do not kno v ho v to predict the short term effect 
of changes in taxes on private spending A large enough increase in taxes 
will certainly reduce private spending and a sufficiently large tax reduction 
is bound to increase it But we 11 have to have a far more precise knowledge 
than that if we hope to use tax changes as a way of preventing undesired 
movements in aggregate demand 


The Importance Once Again of Uncertainty 

Perhaps we must go back to Keynes and his reminder that economic 
decisions are made over time and in the presence of uncertainty Substan 
tial unemployment could arise and pers st Keynes argued because 
changed conditions do not immediately create a new equdibrium Con 
Sumer and producer responses to one another are hesitant groping and 
often erroneous They don t cease to be hesitant groping and erroneous 
simply because the government is trying to control aggregate demand The 
unpredictability of the governments actions may even increase the fre 
quency and seventy of errors in the private sector 
One of the small group of people who discussed the ideas of the Ge leral 
Theory prior to their publication the distinguished British economist Joan 
Robinson has protested vigorously in recent years agamst the tendency to 
use Keynesian notions and to forget the insight on which they were based 
The essence of Keynes s problem she has pointed out was uncertainty 
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The main point of the General Theory was to break out of the cocoon of 
equilibrium and consider the nature of life lived in time-the difference 
between yesterday and tomorrow Here and now, the past is irrevocable 
and the future is unknown But this was apparently too great a shock 
she added sarcastically and orthodoxy managed to wind it up in a cocoon 
again 1 It would certa nly be a very unKeynesian use of Keynes to substi- 
tute our equilibrium models for reality and assume that the effects of fiscal 
policy or monetary policy can be predicted with precision 

Let s take a systematic look at the information problems any successful 
program of aggregate demand management must solve Policy making 
today can take advantage of the vast strides we have made in recent years 
in the accumulation of statistical data on the economy s performance But 
information of this sort will always be approximate It just isn t possible 
to summarize m both an accurate and a useful way a diverse and multi 
faceted economic system the size of ours When we say then that un- 
employment has risen from 5 2% to 5 4%, we mean that the summary 
indicator constructed by the Bureau of Labor Statistics from sample data 
shows a rise Iasi month in measured unemployment By itself that mdi 
cator does not tell us who the unemployed are, why theyve become 
unemployed what the net costs to them of unemployment are where 
unemployment is rising and where it s declining, how many people have 
left the labor force as a result of discouragement how many have entered 
to compensate for family income lost through another person s unemploy- 
ment or the distribution of unemployment by duration Additional infer 
mation is available on each of these questions But where is the hnebetween 
too little information to tell us what $ happening and too much information 
for us to see what s going on? 2 New techniques for gathering and pro- 
cessing information can help, but they aren t the complete answer The 
first rule for computer assisted analysts is still the GIGO principle Gar- 
bage In Garbage Out 

Moreover all the information available will be dated It will summarize 
the situation in the past That past will be a more or-Iess recent past 
depending upon the speed with which accurate data can be assembled It s 
quite fast for data on the monetary system because of legal requirements 
for regular and accurate reporting by banks but it is much slower and 
more inaccurate for data on gross national product or international trade 
But even very recent and reliable data aren t enough Since any policy 


1 The quotations are from a lecture delivered by loan Robinson before the Amencan 
Efonom c Association and printed n (he Amenaui E ontmie Rmtu May 1972 pp 1 10 

2 Executives in large organizations are dependent upon subordinates to feed them ade 
quale mformat on It sn t as often recognized however that an executive $ power to make 
effective decisions also depends upon the willingness and ability of subordinates to screen out 
less useful data 
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actions will impinge on future situations, the challenge is to obtain esti 
mates on future data by extrapolating from the past And this requites that 
theorizing accompany the data If unemployment has gone up by two 
tenths of one per cent m each of the last three months shall we choose a 
policy on the assumption that it s bound to continue 7 Or shall we assume 
that what goes up must come down 7 Either assumption would be naive, 
theorizing of considerable sophistication is required to extrapolate eco- 
nomic data effectively 


Predicting the Consequences of Policy Actions 

What we really want to know, however is what will happen if various 
poky actions are taken What will be the direct and indirect effects of the 
actions, and how long will they take to make themselves felt 7 How long 
does it take for a purchase of government securities by the Fed to result in 
an increased demand for consumption and investment goods 7 How much 
of the impact will come almost at once, pernaps as a reaction to the mere 
news of an easier monetary policy 7 How will the rest of the impact be dis- 
tributed over time? Fiscal actions raise the same questions The actual 
multiplier effect of a change in government expenditures or taxes can t be 
determined by arithmetic manipulations of various marginal propensities 
because we don't really know the future values of those propensities 
Public attitudes toward tax and expenditure changes may bring about a 
shift in spending or saving plans and the size of the relevant multiplier 
when the policy action is announced And the distribution of the multiplier 
effects over time is a crucial piece of information if stabilization policy is 
not to become destabilization policy 
Knowledge about the tune lags between monetary or fiscal actions and 
their effects has been extremely hard to obtain There is no way to deduce 
the distribution of lags from pure theory we have to rely on empirical 
measurements But how are we going to sort out the effects of a particular 
fiscal or monetary stimulus from the effects of all the other forces at work 
in the economy? Perhaps we could sort them out if we could run a dozen 
experiments over the course of a quarter century, or divide the economy 
at the Mississippi River set up a blockade to keep the effects from leaking 
back and forth, and then give the injection to the West while using the 
East as the control group Even these heroic measures would yield unreh 
able knowledge, however, because the lags might well be growing longer 
or shorter over the years It's quite possible that m trying to measure the 
time lag between a fiscal or monetary action and its effects we re trying to 
measure the length of something that has no standard length At best it's 
like trying to measure the length of an earthworm Unless you kill it how 
do you measure the length of a Wiggling worm that makes itself longer 
and shorter in response to your measurement efforts 7 
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F gu re 25A Quarterly changes How much difference does all th s make? Try your hand with figure 25A 

in real gross nat oiul product to see how much difference it might make The graph shows percentage 
changes (at an annual rate) from quarter to quarter in real gross national 
product from the first quarter of 1970 to the final quarter of 1974 The 
average annual growth rate for real GNP over the past twenty years has 
been dose to 4% so you may use 4% as a benchmark 
If you had been National Stabilization Czar in the third quarter of 1970 
would you have wanted to step on the fiscal monetary brake press on the 
accelerator or just coast? (Remember that you can t see ahead ) Would 
you have changed your mind when the fourth quarter data came in? How 
would you have felt about your fourth quarter stabilization actions when 
you finally saw the data for the first quarter of 1971? 
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Or look at the record of real GNP from the third quarter of 1971 through 
the first quarter of 1973 Would you have been worrying at the start of 
1973 about an unsustainable boom and the danger of future inflation? 
Especially if you also saw that the implicit price deflator had risen 5% on 
an annual basis since the last quarter of 1972? If you came to the reasonable 
conclusion that some restraint was in order at this time and stepped on the 
fiscal-monetary brake, you might have been encouraging contraction m a 
period when private spending was undergoing its own contraction And if 
there is a 15 month time lag before the principal effects of fiscal monetary 
actions are absorbed, you might have guaranteed a sharp and prolonged 
recession 


Fiscal or Monetary Policy 

In order to focus on some of the problems that must be faced in any 
attempt at demand management we have been looking at fiscal and mone 
tary policy as if they were simply alternative ways of accomplishing the 
same ends But fiscal and monetary policy are by no means perfect substi 
tutes, and many economists doubt that they ire really close substitutes at 
all The differences real or alleged have to do with direct effects indirect 
or side effects, and political constraints 

Direct Effects 

We have already encountered the argument that monetary policy is of 
little use in combating a recession That argument is less widely held today 
than it once was It stays around largely as a result of the belief that in a 
deep and prolonged depression an expansion of bank reserves would 
probably not increase private spending significantly Fiscal policy would 
have to be employed under those circumstances to turn the reserves into 
money and get the money into circulation The effectiveness of monetary 
policy m holding down aggregate demand during a period of inflation is 
generally accepted, however 

What about the direct effects of fiscal policy? Here there is considerable 
disagreement among economists The argument has been advanced m 
recent years that the level of real income and output is not significantly 
affected by increases in government expenditure This represents a dra 
matic dissent from what was generally accepted only ten years ago and it 
is even now a minority position Those who argue this position maintain 
that if the government increases expenditures relative to taxes without 
simultaneously increasing the money supply the primary effect will be to 
crowd out private spending The government will have to reduce the 
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money holdings of the public in order to obtain the funds for its expendi- 
tures, and the public will respond by reducing expenditures relative to 
income in an effort to restore its money balances 

Another way of looking at the matter is to note that when the govern- 
ment tries to increase expenditures relative to tax receipts it will be 
increasing the demand fora fixed supply of loanable funds This will raise 
interest rates, and less private spending will occur when interest rates rise 

Two arguments may be weaker than one however If interest rates me 
in response to increased government borrowing, the quantity of money 
the public wants to hold will decrease Recall from chapter 22 that the 
demand for money balances is a negative function of the interest rate, 
because the interest cate is part of the opportunity cost of holding money 
5ome net increase in total spending should probably be expected, then, 
when the government borrows from the nonbank public in order to spend 

But this probably doesn t get at the important issues The advocates of 
fiscal policy can point out that deficit spending is called for at times when 
the reluctance of the public to borrow and spend is keeping the money 
supply too low It is therefore unrealistic to analyze the effects of fiscal 
policy on the assumption that no increase occurs in the stock of money 
Those who question the effectiveness of fiscal policy, on the other hand, 
may be making an equally important but quite different point Defiat 
spending in recent years has not in fact been financed to any significant 
extent out of bank reserves that were legally available for money creation 
but could not actually be loaned because the private demand for credit 
had collapsed And when there are no excess bank reserves for the 
Treasury to tap, then an increase in government expenditure (relative to 
taxation) will either crowd out private spending or cause an inflationary 
increase ui the money supply Total money demand may rise m such a 
case but without a corresponding increase in real output That results in 
inflation 

If this is an accurate representation of the argument, the competing 
claims are compatible One side is pointing to the effectiveness of fiscal 
policy m a major recession, the opposite side is warning against the infla- 
t onary potential of deficit spending at all other times 


Indirect Effects 

What about the indirect effects of fiscal and monetary policy? Assume 
that either one is capable of providing a sedative or a stimulus to economic 
activity when sedative or stimulus is the appropnate medicine Are there 
side effects that might incline us to choose one over the other? 

A lot of attention has been directed to the effect of monetary policy on 
interest rates and to the consequences of interest rate changes We must 
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be careful about the assertions we make here for it is not simply true that 
easier money means lower interest rates and tighter money means higher 
rates The immediate effects and the later effects of monetary policy on 
interest rates especially if we re looking at nominal rates tend to be in 
opposite directions But it s nonetheless true that an active monetarv policy 
can cause interest rates to change And that can have unsettling and 
inequitable effects 


Discriminatory Effects of Monetary Policy 

Some sectors of the economy arc unusuallv sensitive o interest rate 
changes State and local government capital projects may have to be halted 
when mterest rates rise But the standard example is residential construe 
turn Fluctuating interest rates can cause alternating boom and recession 
in the construction industry and impose large costs on the people who 
work in that industry 

Another way in which monetary policy may create inequities is through 
its effects on bond prices A nse in interest rates causes a fall in the market 
price of bonds Suppose that a university has invested its September tuition 
receipts in government bonds and intends to sell the bonds as it requires 
cash to finance expenditures It would sustain a loss if Fed policy caused 
short term rates to rise sharply just before the university had to sell its 
securities to obtain cash 

Some have also argued that tight money discriminates against small 
business firms because larger firms get preferred treatment from banks 
when credit is tight can more easily raise money from nonbank sources 
and are able to generate funds internally 

A great deal of concern was expressed in the 1960s about the effects of 
mterest rates on the U S balance of payments The foreign demand for 
dollars depends in part on the mterest rate foreigners can obtain by 
holding dollars relative to what they can obtain from holding other 
currencies Higher interest rates in the United States therefore attract 
an additional sup ply of foreign exchange {or what comes to the same thing 
they maintain the foreign demand for dollars) The Fed was consequently 
under pressure m the 1960s to keep mterest rates high as a way of pro 
tecting the balance of payments This restricted the Fed s ability to pursue 
other objectives through monetary policy The movement to floating 
exchange rates described m the last chapter has enabled the Fed to pay less 
attention to the international repercussions of its actions 

Another argument asserts that economic growth depends in the long 
run on the rate of investment and tint the rate of investment varies 
inversely with the average level of mterest rates Suppose that the govern 
ment uses monetary policy as the preferred instrument for contracting 
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aggregate demand and fiscal policy when it wants to provide a stimulus to 
output and employment A side effect would supposedly be higher aver- 
age interest rates, less investment, smaller increases in the capital stock, 
and less growth in the productive potential of the economy 


Effects of Government Spending 

The argument that by using fiscal policy to stimulate spending and 
monetary policy to restrain spending we are reducing the rate of invest- 
ment rests however, upon the questionable assumption that the govern- 
ment is not purchasing capital goods when it spends A sizable percentage 
d total government spending does go, however, toward the purchase of 
capital Schools, dams highways, and public buildings of many kinds are 
all capital By allowing the government to control a larger portion of total 
spending, we may in fact be increasing the inve&tment-to-consumption 
ratio and thus increasing the rate at which the nation's productive potential 
expands Since government investment decisions are not based on the 
same criteria as private investment decisions, we have no good way to 
decide whether the rate at which future output expands is increased or 
decreased by more government spending and less private spending How 
do we compare the additional services produced by an expanded Smith- 
sonian Institution with the services that would have been produced if the 
funds had gone instead to residential construction? And who will be 
courageous enough to divide military expenditures into consumption and 
investment and to estimate what part of the latter is profitable rather than 
wasteful investment? 

Some people think our inability to answer questions like these is in itself 
a strong argument against growth of the government sector And one side 
effect of fiscal policy is certainly its tendency to promote such growth 
Fiscal policy is in theory a contractionary or expansionary tool In practice, 
however, it is primarily a weapon for promoting expansion, because it's so 
much easier politically to reduce taxes and raise expenditures than to 
reverse the procedure A society committed to the use of fiscal policy will 
consequently tend to find itself steadily enlarging the government sector 
of the economy 

Has that been happening in recent years? Table 25A provides some 
data on the relative size of the government sector The first column in 
table 25A shows total government purchases of commodities and services as 
a percentage of gross national product The second column shows federal 
government purchases as a percentage of GNP The third column takes 
account of the increasing importance of transfer payments by presenting 
total government receipts as a percentage of GNP 



Table 25A GOVERNMENT ACTIVITIES 
AS A PERCENTAGE OF GNP 


Year 

Total 

Government 

Purchases 

Federal 

Government 

Purchases 

Total 

Government 

Receipts 

1929 

82% 

13% 

110% 

1939 

147 

56 

170 

1949 

147 

78 

218 

1959 

200 

111 

268 

1969 

226 

106 

319 


Source Bureau of Economic Analysis 


THE PERILS OF HNE-TUN1NG 

There is something slightly absurd about the belief that the federal 
government can use its budget as a stabilization tool when almost all 
observers agree that Congress no longer has effective control over the 
budget The spending programs of the federal government are so many 
and so complex that no one in Congress or the Executive Branch can even 
begin to evaluate all of them for the purpose of determining annual 
appropriations Next year s budget begins, as a result, by taking this year s 
budget for granted and adding on Once a program finds a home m the 
budget, it is almost impossible to evict Its beneficiaries form a knowledge- 
able and determined lobby for its continuance and no one on Capitol Hill 
will have the time, energy, or interest to accumulate the evidence that 
could justify its removal What's the use of knocking yourself out just to 
cut $3 million from the budget when $3 million is only 001% of the total? 
And why make the effort when the only certain outcome for the legislator 
who does is the perpetual enmity of those whose appropriations are 
challenged? 

Grand Designs 

The emphasis on side effects serves as a useful reminder that ' aggregate 
demand" is a broad abstraction The social impact of any expansion or 
contraction on total spending depends upon what is being purchased or 
not purchased Government expenditures stimulate the production of 
particular goods, not goods in general and any expansion of government 
spending relative to private spending increases the relative size of the 
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public sector Demand can be expanded through fiscal policy without 
enlarging the public sector if taxes are cut, but this, too, will affect the 
antpositm of output in a manner dependent upon which taxes are reduced 
A tax credit given to businesses for investment in plant and equipment 
Will increase the rate of capital formation more than wdl a reduction in the 
personal income tax One of the practical difficulties confronted by fiscal 
policy is precisely this need to choose from among competing claimants 
Any change m the pattern of taxes or government expenditures will be a 
matter for political bargaining, because it will inevitably affect the dis- 
tribution of income It will also affect future economic development 
because it alters the ratio of consumption to investment 
Some economists have viewed these side effects as more of an oppor- 
tunity than a difficulty Since either fiscal policy or monetary policy is 
capable of providing as much expansion or contraction in aggregate 
demand as we re likely to want, they argue that we should choose our mix 
by first choosing the side effects wt* prefer It has been suggested, for 
example, that if we want rapid economic growth, we could pursue an easy 
money policy with plenty of credit at low interest rates for potential 
investors and counter the inflationary consequences with a high rate of 
taxation on consumption expenditures There was a period in the 1960s 
when the more enthusiastic students of aggregate demand management 
were cheering a three cornered dance The Fed was to keep short term 
interest rates high to attract foreign bank deposits and protect the balance 
of payments and to keep long term rates low to encourage investment 
Meanwhile recession and inflation would be prevented by deft manipu- 
lation of the federal budget 


Scanty Information 

The truth is, however, that we don t begin to have the detailed knowl 
edge that such delicate operations would require How long could invest- 
ment and consumption expenditures be "twisted ' in the manner just 
described before reduced consumer spending brought a halt to further 
investment? How would different industries be affected, and with what 
consequences? Presumably such an approach would reduce output m 
consumer goods industries and expand it in investment goods industries 
How quickly would workers released from automobile assembly lines 
find jobs producing machine tools? When the policy changed again, would 
they find their way back? How much would unemployment increase and 
for how long m response to these policy initiated changes in the compo- 
sition of aggregate demand? It's all slightly reminiscent of the tenth grader 
who just dissected his first crayfish and wants to move right on to heart 
transplants 
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WHAT DO AVERAGES AMD AGGREGATES COKCEAl? 

The graph below provides a p ctore of the divers tv conta ned 
within the movement of econom c aggregates the lines graph 
selected components of the Federal Reserve Board of Go ernors 
Index of Industrial Product on The average levpl of production in 
each industrial category is stated as a oercen^agp of 1967 prodcc 
tion levels The heavy line charts the to a index o ndustr ai pro- 
duction (The monthly data given for 1974are seasonally adjus ed) 
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,4/o, 1 * o , and .9 /o. One insulator is our system of progressive taxes on per- 
sonal and corporate income, which automatically reduces tax receipts as 
GNP falls and reduces those receipts by more than the percentage fall in 
GNP . Another insulator is the fact that government transfer payments rise 
when GNP falls and fall when it rises. We spoke of these earlier as auto- 
matic fiscal stabilizers. The point here is that they operated even in the 
absence of efforts to fine-tune the economy, and might well have been 
responsible for the mildness of postwar recessions. 


Destabilizing Factors 


If personal consumption expenditures have been a steady and stabilizing 
component of aggregate demand, investment expenditures have not. You 
can go back to table 17A or, even better, to the graph on page 584, to see 
fust how unstable private investment spending has been. But how much 
of this was due to changes originating in the government sector? Changing 
tax regulations, especially those affecting investment, shifts in the degree 
of monetary ease or tightness, and huge swings in the government budget 
from deficit to surplus and back to deficit may have been compensatory 
forces. But they may also have caused some of the fluctuations in invest- 
ment. We've already mentioned the way in which money market condi- 
tions, affected by fiscal and monetary actions, tend to destabilize the hous- 
ing industry. What about the policy of shifting between tax surcharges to 
dampen inflation and special tax credits for investment spending to pro- 
mote employment? Since there is usually considerable discretion about 
the timing of investment expenditures, government policy reversals may 
themselves be largely responsible for the large fluctuations in private 
investment from year to year. 

But it's most important that we probe beneath the surface of such aggre- 
gates as consumption, investment, and government purchases. For the 
changing composition as well as the changing level of these totals affects 
the unemployment rate. A very large part of the 1974 unemployment 
was the consequence of changes in the demand for automobiles. And a 
rise in consumer spending is not certain to return that demand to eariier 
levels. There is something disturbing about a government that officially 


encourages us to burn less gasoline (to conserve energy ) and to ouy more 
cars (to restore prosperity) and simultaneously claims to be respon sio.’e 
for stabilizing employment. Can we really depend on the stabilization skd.s 
of an agent so adept at keeping its right hand from finding out what its left 
hand is doing? 

Bc-f' "king what the government might do to reduce unemployment 
|n ' -'ndustry, we might want to ask whether the government has 

tile unemployment. The supply or people with doctoral 
/■ is ' - •* "v greater than the number of available joss 
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THE DANGERS IN PICTURESQUE ARGUMENTS 
Debates between the proponents of discretionary stabilization 
policy and purely automatic policy are often conducted by means 
of analogies and metaphors The elephant in the boat example 
used in the text is an argument by analogy and like all such argu 
ments can provide only an illustration and never a proof Here is 
an analogy commonly used by the advocates of discretionary 
policy 

It s true that automobile accidents are occasionally 
caused by a driver's misguided efforts to avoid an accident 
But will anyone seriously claim that wc would have fewer 
accidents if drivers were forbidden to engage in defensive 
maneuvering? 

But is driving an automobile really analogous to fine tuning an 
economy? Or is it an altogether different kind of task? The argu 
ment by analogy begs that question. 

Sometimes the analogy is less clearly stated and hence the 
extent to which the argument rests upon analogy is harder to 
recognize 

Consider this statement History provides no support for the 
notion that our economy is inherently stable On the contrary 
experience shows that blind reliance on self correcting tendencies 
leads to serious trouble 

Hidden in that line of reasoning is the assumption that the 
economy is like an object without eyes But economic decisions 
are made by human beings who do have eyes and who make 
conscious decisions Isn t the real question one of whose eyes and 
u.ho t decisions can best be relied upon? Do the many eyes of 
individual consumers investors and producers enable them to 
make better decisions than will be made by government economic 
managers who will necessarily have less information? The meta 
phor begs that question. 


I 


j 

j 

1 

1 

j 
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The argument against discretionary fiscal and monetary policy is hard 
to evaluate because of the difficulties in devising experimental tests In the 
absence of convincing empirical evidence economists behave like anyone 
else and take their positions on the basis of theoretical predilections and 
political preferences General skepticism about the ability of government 
to solve social problems and admiration for the way in which free market 
processes do the job make an economist more receptive to evidence that 
discretionary demand management has done more harm than good Those 
who are less satisfied with the performance of the market system find a 
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touch of absurdity in the notion that policymakers should have their hands 
tied/ and are quite unimpressed by the evidence that discretionary policy 
has been destabilizing in its net effects. 

Suppose we were to ask both the advocates and the opponents of dis- 
cretionary demand management how their views had been affected by 
international economic developments in the 1970s. We could single out, 
as international developments that might have compelled changes in their 
thinking about stabilization policies, the unanticipated shortfalls in world 
grain production that boosted average crop prices more than 100% from 
1970 to 1974; the equally unexpected successes of the OPEC cartel that 
had so much to do with the doubling of fuel prices over the same period; 
revolutions and counterrevolutions in Chile, Southeast Asia, and else- 
where; the breakdown of the fixed exchange rate system; and the simul- 
taneous acceleration of money stock growth rates and inflation rates in 
industrialized countries. A much more chaotic world economy now seems 
to be intruding consistently upon the relatively stable and predictable 
economic universe to which business decision makers in the United States 
had become accustomed. Drought, revolution, industrial development, or 
shifts in the direction of economic planning anywhere in the world will in 
the future much more than in the past affect the demand for U.5. goods 
and the availability of the imports upon which our gross national product 
increasingly depends. What does all this imply for domestic policymakers 
charged with pursuing full employment and price stability? 

The advocates of discretionary fiscal-monetary policy might reply that 
aggregate demand managers will have to play a major role in cushioning 
the effects of such external disturbances. Stable growth for the U.S. econ- 
omy in a highly unstable world will require frequent monetary and fiscal 
actions of a compensatory nature. The economy may have been able to 
stay on a fairly steady course in the 1950s and 1960s without a great deal 
of active assistance from fiscal or monetary policy. But, as the inflations 
and recessions of the 1970s have already demonstrated, that is far less 
likely in the future. 

What might the opponents of discretionary stabilization policy say in 
response to the same question? They might reply that international 
developments in this decade have further demonstrated the impossibility 
of achieving economic stability by manipulating aggregate demand. 
Increasing interdependence among national economies means that effec- 
tive economic decision making now requires more information of a 
broader nature than it has ever required before and increased flexibility of 
response. Statistical data on economic aggregates are the kind of infor- 
mation available to fiscal and monetary managers, but are not the kind of 
information that successful economic coordination requires. If we did 
not know how to stabilize the economy in the relatively placid context of 
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the 1950s and 1960s, we certainly do not Know how to stabilize it now The 
most important task for government may be to avoid throwing its con- 
siderable weight around in ways that increase uncertainty and aggravate 
instability 


What Are the Unanswered Questions? 

Disagreement among economists about the relative effectiveness of 
fiscal and of monetary policy or about the desirability and dangers of 
attempting to fine-tune the economy with the tools of demand manage- 
ment is evidence of the unsettled state of economic knowledge While 
much has been learned since the 1930s, many fundamental questions are 
still unresolved 

One such question is the relative utility of income-expenditures and 
monetary analyses Y = C + I + G and MV = PQ aren t contradictory 
theories of course, they both assert that aggregate demand determines 
the nominal level of total income or the national product measured m 
current dollars Both theories can be extended, and have been extended, 
to take account of variables that the other theory deems important But 
they are competitive theories nonetheless One theory calls attention to 
consumption and investment as the components of private demand, the 
other passes over these components to focus on money as the medium of 
demand Implicit m any economist's choice of one equation over the other 
as an analytical framework are judgments on unsettled questions such as 
these 

l How stable is the demand for money in the short run and in the 
long run? 

1 How stable is the relation between consumption and disposable 
income? 

3 How docs monetary policy affect the nominal interest rate 
quoted by lenders and the real interest rate that results from 
subtracting expectations of future inflation? 

4 How do interest rates affect consumption and investment 
spending? 

5 How do increased government expenditures affect consumption 
and investment spending directly (by perhaps displacing them) 
and indirectly (by stimulating them)? 

6 What are the principal factors responsible for fluctuations in 
aggregate investment? 

7 How long are the lags between policy actions and their effect on 
spending decisions? 

8 How closely arc unemployment ra tes and ra tes of infla lion I inked 
to changes in aggregate demand? 

9 How are output and employment fluctuations in one country 
transmitted to other countries? 
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10. How much control do monetary managers have over the money 
supply when banks, corporations, and individual citizens have 
learned how to transfer financial assets and liabilities so quickly 
and almost costlessly from one nation to another? 

One can hope that further empirical inquiry and theoretical discussion 
will eventually resolve these questions and others that may prove equally 
important. But that would not necessarily end all controversy. Underneath 
these and, indeed, most significant controversies in economics lies a much 
broader question and one far more difficult to answer: Horn effectively does 
the market function to allocate resources? How flexible are prices and how 
quickly do resources move in response to a decrease in demand in one area 
and an increase in another? If prices are inflexible and especially if they 
are inflexible in a downward direction, if resources respond sluggishly to 
changes in demand conditions, or if powerful economic interests are more 
controlling of than controlled by supply and demand, then even the most adroit 
management of aggregate demand will have little chance of promoting full 
employment and price stability'. 

Does the market work well enough to give fiscal policy or monetary 
policy a reasonable chance to succeed? We'll examine that question in the 
next chapter and discover how very far it takes us beyond the questions 
for which economists have any satisfactory' answers. 


FLEXIBILITY AND FINE-TUNING: A LOGICAL PUZZLE 

Is there an inconsistency in the argument for fine-tuning? 

Tire case for fine-tuning assumes that the economy is flexible 
enough to channel a dose of stimulus into slack sectors without 
unduly expanding demand in those sectors that ate already oper- 
ating close to capacity. It assumes, for example, that a tax cut or 
an increase in the money stock to counter the recession developing 
in 197<1 would have had much greater effects on the automobile 
and housing industries than on nondurable consumer goods 
industries, and that its impact on construction activity would be 
greatest in those geographic areas where building trades un- 
employment was highest. 

But if the economy was not flexible enough to prevent the 
unemployment level from rising to 9To in the spring of 19/5, 
would it have been flexible enough to channel aggregate demand 
stimulus into those sectors where it's most wanted? 
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Once Over Lightly 

The potential effectiveness of fiscal or monetary policy as tools by which 
government might stabilize the aggregate level of economic activity 
depends on the effectiveness of political processes as well as the knowledge 
and skills of economic advisers 

The separate impacts of fiscal policy and monetary policy are very diffi- 
cult to determine, because fiscal policy inevitably affects the monetary 
sector and monetary policy actions are often accompanied by fiscal policy 
actions 

Because government deficits must be financed in some way, they will 
tend to cause either an increase in the money stock or increased compe- 
tition for available funds, higher interest rates, and a partial displacement 
of pnvate spending The latter is the potential "crowding out" of private 
expenditures by government expenditures 

Fiscal policy depends on changes in federal government expenditures 
and tax receipts, and both of these are subject to major political constraints 
Proposals for making fiscal policy a more flexible tool by granting to the 
president a limited authority to alter expenditures and taxes will encounter 
political resistance to any reduction in the power of Congress over the 
budget 

The tidy equilibrium models of economists in which there are no data 
problems and no time lags of uncertain length present a misleadingly 
simple picture of the difficulties that fiscal or monetary policy encounter 
m practice The information that policymakers can have will be both dated 
and inaccurate 

One of the most important obstacles to the use of fiscal or monetary 
policy as stabilization tools is our lack of reliable information on the time 
lag between a policy action and its consequences 

Neither fiscal policy nor monetary policy is neutral in its effects on the 
composition of output and the distribution of income These side effects 
may become reasons for choosing or not choosing a particular policy 

Fiscal or monetary policy may be able to alter the level of aggregate 
demand but nonetheless be unable to alter it with sufficient precision to 
reduce aggregate fluctuations 

Attempts to stabilize could actually be destabilizing The greater our 
ignorance or misinformation about the time lags inherent in aggregate 
demand management, the greater is the probability that stabilization 
policy will be destabilizing 

The economic system contains a number of automatic stabilizers that 
come into operation m the absence of any decisions by government and 
partially offset expansions and contractions in aggregate demand The 
effectiveness of these stabilizers is a disputed issue The stabilizers range 



Fiscal and Monetary Policy: The Management of Aggregate Demand 


73 5 


from automatic changes in tax receipts as GNP changes, through move- 
ments in interest rates as private demand for credit changes, to movements 
in prices and wages in response to conditions of excess or inadequate 
demand. 

Some economists are sufficiently impressed by the destabilizing poten- 
tial of discretionary policy to argue that exclusive reliance on automatic 
stabilizers will yield better results than will attempts to fine-tune the 
economy. 

Inadequate knowledge about important behavioral relationships and 
continuing theoretical disagreements continue to impede the development 
of a consensus among economists on the effectiveness of aggregate demand 
management. A good deal of controversy is rooted in disagreement about 
how effectively the market system allocates resources. 


QUESTIONS FOR DISCUSSION 

1. What gives rise to social problems”? What special advantages might 
government have for dealing with "social problems"? Choose some partic- 
ular social problem that you think government is uniquely qualified to solve, 
and then reflect on the assumptions you're making about the workings of 
government. 

2. Some observers claim to find evidence that from the 1930s to the 1960s 
Americans believed strongly in the ability' of government to solve social 
problems (poverty, crime, urban decay, mental health, unequal education, 
racial and sexual discrimination, health care), but that the late 1960s and 
the 1970s have seen a growing disillusionment in this area. What evidence 
can you present for or against this thesis? 

3. Would most of our economic problems disappear if business firms operated 
more on the basis of the public interest rather than private interests? Is the 
proposal that business behave in a more socially responsible way a useful 
proposal? Substitute "government officials" for "business firms" and 
examine the same question. 

4. When did the Great Depression end? Why did it end? How do you know? 

5. Examine the thesis that the federal budget deficits for the 1976 and 1977 
fiscal years did or did not significantly "crowd out" private expenditures. 

6. Senator Hubert Humphrey said shortly after the March 1975 tax cuts that 
"common sense" told him federal borrowing would not raise interest rates 
and crowd out private borrowers. "To a large extent this credit market 
question takes care of itself," he said. "Private demands for credit go down 
when unemployment is high. This makes room in the credit market for 
government demand, which goes up." Do you agree? 
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7 Can you think of any experiment by which we might test the proposition that 
fiscal policy affects total spending regardless of what is happening to •the 
money supply? 

S Does monetary policy require assistance from fiscal policy to be effective? 

9 Suppose we knew that an increase in the budget deficit or in the growth 
rate of the money stock would have 95% of its impact by the end oftwo years 
55% of its impact within one year and 20% within six months Would that 
knowledge solve the timing problems associated with aggregate demand 
management? 

10 An increase or decrease m government spending will usually entail an off 
setting decrease or increase in private spending Under what circumstances 
would you expect that statement to be true? W hy ? Unde r w hat circumstances 
would you expect that statement to be false? Why? 

11 An easy money policy is good for the housing industry in the short run but 
bad in the long run Evaluate that argument 

12 What are some of the ways in which monetary policy can affect the flow of 
international payments? 

13 In 1974 government purchased 22% of the goods in the gross national 
product and the private sector purchased the other 78% The 78% that went 
to the private sector was divided between consumption and investment 
expenditures consumption took 81% and investment 19% 

(«) Do you think the government spent more than 19% of its share on 
investment goods? 

(b) State and local governments purchased 62% of the goods absorbed by 
the government sector and the federal government 38% Would you classify 
the $70 billion spent by state and local governments on education as a 
consumption or an investment expenditure? 

14 Would you favor the proposal mentioned in the text, to give the president 
authority to change tax rates or to authorize expenditures on his awn (within 
Congressionally designated limits) as a way of making fiscal policy more 
flexible? Why or why not? 

15 Can discretionary monetary policy improve upon the automatic monetary 
stabilizers that would be operative if the Fed simply increased bank reserves 
at a steady rate? Under what circumstances would discretionary policy be 
destabilizing in its effects? Under what circumstances would it reenforce 
the operation of the automatic stabilizers? 

16 Would you expect to find a relationship between an informed person s atti- 
tude toward attempts at fine tuning and Jus reactions to the following judg 
ments? Explain why 
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(a) "The article by Hayek in the appendix on the problem of knowledge 
exaggerates both the difficulty of obtaining useful information and the 
effectiveness of the market in generating and disseminating such infor- 
mation." 

( b ) "The government must establish procedures for national economic 
planning if we are to avoid the kinds of economic crises experienced in the 
early 1970s." 

(c) "The market does not work as it used to. Competition no longer sets 
prices or allocates resources in the U.S. economy. Most of that is done by 
organized interest groups with substantial market power." 

(d) "The U.S. economy displays an absurd social imbalance. Privately 
purchased goods are produced in abundance, while public sector goods such 
as education must be content with the leavings." 

(e) "Power tends to corrupt and absolute power corrupts absolutely." 




INFLATION, UNEMPLOYMENT, 
AND THE POLITICALIZATION 
OF THE ECONOMY 


Nothing contributed as much to the public's sudden disillusionment 
with economists in the early 1970s as the appearance of rapid inflation 
combined with high and rising unemployment. This wasn't supposed to 
happen, according to the public's notion of what economists were teaching, 
because inflation and recession are opposites. 


INFLATION VERSUS UNEMPLOYMENT 

Inflation and recession are not actually opposites, of course. The opposite 
of inflation is deflation, which is a falling rather than a rising price level. 
There is no generally accepted term for the opposite of recession, but boom 
comes close. It is a period of increasing output and employment mixed 
possibly, but not necessarily, with rising prices. But if inflation and reces- 
sion aren't opposite in the strict sense, they have been considered oppo- 
sites in the sense of sunshine and rain: the two are not expected to occur 
at the same time. 

It's clear that the general public was surprised in 1970 when unemploy- 
ment rose to 6.2% in the month of December, despite the fact that the con- 
sumer price index had gone up throughout the year at an average annual 
rate of 7%. The spectacular show was still to come, however. Unemploy- 
ment rose during 1974 from 5.2% in January to 7.2% in December, while 
the Consumer Price Index added the phrase "double-digit inflation to our 
vocabulary of jargon by rising 11%. 
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Figure 26A Implications of 
income expenditures analysis 


Inflationary and Recessionary Gaps 

Professional economists weren t as embarrassed by all this as some 
journalists and television commentators, perhaps too eager to proclaim a 
crisis, claimed they were But it is true that the economics textbooks had 
for some years been analyzing inflation and recession as if they resulted 
from opposite forces and therefore could not occur simultaneously 
Income-expenditures analysis was especially vulnerable on this score, 
with its concept of a full employment level of aggregate demand below 
which involuntary unemployment appeared and above which the price 
level rose Graphs like the one in figure 26 A were often used by economists 
to present the implications of income-expenditures analysis 

The sum of the components of aggregate demand is on the vertical axis 
and total income or output is on the horizontal axis At equilibrium, 
C + I + G will be equal to Y The 45 degree line, because it marks off all 
the points in the graph at which C + I + G does equal Y, shows all 
possible equilibrium positions Since consumption increases as income 
increases, on Keynes's assumptions, but by less than the increase in 
income, the total of C, I, and G will increase as Y increases, but at a slower 
rate The three aggregate demand curves are drawn with a slope of less 
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than one (actually ~/ 3 ) in order to show this relation between total expendi- 
ture and income. All this is merely an extension of the graphical analysis 
introduced in chapter 20 (see especially figure 20H on page 574). 

If the intentions of consumers, investors, and the; government are as 
shown by (C + I + G) F in figure 26A, the equilibrium level of Y will be 
$1500 billion. You can readily see from the graph that, at any higher level 
of Y, (C + I + G) F would be less than Y and so, by the logic of the process 
described in chapter 20, Y would fall. At any lower level of Y, C + I + G 
would be greater than Y, and Y would rise. 

Assume that $1500 is the full employment level of Y. Then, by definition, 
there will be excessive unemployment if aggregate demand generates only 
a $1410 billion level of Y. This would occur if the intentions of consumers, 
investors, and the government were as shown by (C -r I + G) R . If, on the 
other hand, aggregate spending plans were as shown by (C + I + G)j, so 
that Y rose to $1590 billion, the economy would undergo inflation. 

The vertical difference between (C + I +- G) F and (C + I + G) R was 
called a recessionary gap; it's the amount by which aggregate demand falls 
short of what it would have to be to get the economy to full employment. 
The vertical difference between (C + I -f G) P and (C + I + G)j is an infla- 
tionary gap; it's the amount by which aggregate demand exceeds the ability 
of the economy to supply new goods at stable prices. 


INFLATION WITH UNEMPLOYMENT 

This way of setting up the problem leaves the impression that inflation 
cannot occur when a recessionary gap exists and recession cannot occur 
in the presence of an inflationary gap. Inflation and unemployment in this 
analysis are opposites. They are caused, respectively, by an excessive level 
or an inadequate level of aggregate demand, and we should not expect to 
observe both at the same time. Moreover, the way to deal with inflation is 
to "close" the inflationary gap. Recession calls for closing the recessionary 
gap. Inflation plus recession then calls for . . . some other way of looking 
at the problem. 

Bottlenecks, Full Employment, and Inflation 

The standard textbook analysis that we've been summarizing actually 
did allow for the possibility of some inflation before a recessionary gap had 
been fully closed (or before full employment was reached) and the appear- 
ance of some unemployment before an inflationary gap had been com- 
pletely closed (or increases in the price level brought to a halt). Figure 26B 
presents that analysis by extending figure 26A. 




Figure 26B Extension of fgure 26A 
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The level of employment actually depends on real output Q rather than 
nominal output or income Y (which equals P x Q). Increases or decreases 
in Y ordinarily entail increases or decreases in Q. But when the economy 
is operating near the full employment level, increases in Q (real output) 
are hard to obtain. Bottlenecks of various sorts appear, and some prices 
rise even though resources are not fully employed. This is shown on the 
lower graph of figure 26B by the curve, the slope of which increases at a 
decreasing rate as Y gets close to $1500 billion. Beyond the full employ- 
ent level of Y, Q can be increased only with great difficulty, and increases 
in Y result in very small increases in Q. 

Since Y = PQ, P = Y/Q. The price level, in other words, is the ratio of 
nominal to real income. The economy cannot be brought from a $1410 
billion level to the full employment equilibrium of $1500 billion without 
some increase in the price level. On the graph, this is an increase from the 
price level 1410/1410 to the price level 1500/1470 or a 2% increase in the 
price level. If aggregate demand rose to (C + I -f G)j, the equilibrium level 
of Y would be $1590 billion but real income would only be $1480 billion. 
This would entail an additional 5% increase in the price level. 

This, in outline, is the analysis behind the argument, familiar long before 
1970, that inflation and unemployment not only could coexist but were 
even likely to be found together. The conclusion of this exercise was that 
acceptance of a certain amount of inflation is the price society must pay to 
achieve "full employment." If the economy depicted in figure 26B is to be 
spared completely from inflation, then Y cannot be allowed to increase 
beyond about $1425 billion. Above that level, Q cannot keep pace with Y 
and inflation begins. But unemployment will be high— the graph doesn't 
tell us how high— if Y is only $1425 billion. Society must therefore choose 
between less unemployment and less inflation; within a certain range, at 
least, one cannot be reduced without increasing the other. 

This line of analysis has considerable political importance. If the zealous 
pursuit of full employment causes inflation and if inflation cannot be 
stopped without creating unemployment, policymakers face a dilemma. 
But the dilemma is more complex than this simplified analysis suggests. 
Let's look at the matter more closely. 

Full Employment, Search Costs, and Inflation 

It's plausible to assume that when expansionary fiscal policy or monetary 
policy increases aggregate demand from (C + I -f G)r to (C + I + G) F , 
some inflation will occur before equilibrium is reached at $1500 billion. 
Resources must be attracted back into employment by a bidding process 
that is quite likely to mean some increase in the average or all prices. But 
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some inflation will occur before equilibrium is reached at $1500 billion. 
Resources must be attracted back into employment by a bidding process 
that is quite likely to mean some increase in the average of all prices. But 
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will the price level continue rising after the new equilibrium has been 
reached? Once resources are again fully employed, no further bidding up 
of prices or wages would seem to be required. The inflation associated with 
the movement to full employment could be a consequence of this movement 
and not of the full employment. An increase in the price level may have to 
be accepted to restore full employment, but once full employment has been 
reached, there is less reason to expect prices to continue rising. 

But that is too simple a view of the matter. An economy "in aggregate 
equilibrium" will still contain a great deal of internal movement. Some 
industries will be growing and others declining. New production tech- 
niques, changes in the composition of demand, and entry into and exit 
from the labor force continue even when the economy is at a "full employ- 
ment equilibrium." Resources will still have to be attracted into the 
expanding sectors through the offer of better employment terms. If prices 
and wages would fall slightly in declining industries and rise slightly in 
expanding industries, this continual reallocation of resources could take 
place with no increase in the average level of prices. If, however, prices 
and wages are quite rigid in a downward direction, all the price-wage 
adjustments needed to secure a reallocation of resources will have to be 
upward adjustments. Prices will then rise in expanding industries while 
remaining constant in declining industries, and the net effect will be an 
increase in the price level. 

Downward adjustments of prices and wages are less likely to occur the 
closer the economy is to full employment. Why is this? Suppose that a 
college faced with declining enrollments tries to reduce faculty salaries. If 
the faculty members who are offered lower salaries believe that they can 
easily find other jobs that are just as good, they aren't likely to accept the 
reductions. If, on the other hand, they suspect that alternative employ- 
ment opportunities will be hard to find, they will at least think twice before 
turning down the college's offer and looking for a different job. Anyone 
who followed the news closely during the 1974-75 recession could read 
about many cases where employees accepted wage reductions as an alter- 
native to employment cutbacks. The employees would surely have been 
more reluctant to accept reductions (in some cases employees even initi- 
ated them) if they had thought that there were good employment oppor- 
tunities elsewhere. 

Remember that employers and employees do not have perfect infor- 
mation. They must search for what they want and incur the costs of that 
search. In a period of high employment, the cost of finding a new job will 
on average be lower for employees; they will therefore be more ready to 
give up a job when they think the wage is unsatisfactory and begin 
searching for another. So employers will find it more difficult to reduce 
wages. 
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Figure 26C Phillips curve 


Search costs for employers, however, are higher m periods of full 
employment And so employers will offer wages higher than they might 
otherwise be willing to offer m order to avoid extending the costly search 
for the new employees they want 

The same argument applies to prices in product markets When the 
economy is operating close to its capacity, excess supplies are generally 
hard to find and buyers will pay higher prices rather than search for alter- 
native sources of supply In a period of high unemployment and substan- 
tial excess capacity, sellers will be shaving prices because buyers are hard 
to find 

The identical conclusion emerges however we look at it Full employ- 
ment fosters an upward creep in prices and wages, substantial unemploy- 
ment and excess capacity encourages a downward drift in prices and wages 

The Phillips Curve: Use and Abuse 

In I9o5 a British economist named A W Phillips published a study on 
The Relationship between Unemployment and the Rate of Change of 
Money Wage Rates in the United Kingdom, 1861-1957 'and mvented the 
Phillips curve' Phillips showed that there was a stable relation during 
the period he studied between the unemployment rate and the rate at 
which the average money wage increased Unemployment was greater 
when money wage rates were increasing more slowly and fell in periods 
when money wage rates were nsing rapidly That seems thoroughly 
plausible During periods of high demand for labor, employers will tend 
to bid up wage rates to obtain and keep the employees they want In 
periods of high unemployment, employers will not have to bid so energeti- 
cally for labor and wage rates will increase less But the argument was sub- 
sequently extended by others to suggest that unemployment might be 
reduced by allowing an inflationary rate of increase m money wages and, 
by extension, in the average of all prices The Phillips curve of this latter 
argument purports to show that there is a trade-off betw een inflation and 
unemployment, so that less of one can be obtained by accepting more of 
the other Figure 26C offers an illustration. 

The Phillips curve as drawn above suggests that unemployment can be 
lowered to 2% of the Labor force by accepting 10% inflation per year, that 
2% annual deflation can be achieved by accepting a 10% unemployment 
rate, and that 5% unemployment can be obtained with 3% annual inflation 

At first glance this may seem to be only an illustration of the argument 
we ve been making about the relation between upward creeping prices 
and wages and the level at which the economy is operating. But it actually 
implies much more than we've contended, and its implicabons may be 
seriously misleading. It does not follow either from the argument we've 
presented or from A W Phillips' data that policymakers have a menu like 
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Conclusions and Implications 

Let's try to summarise the conclusions that have emerged so far from 
our examination of the relationship between inflation and unemployment. 

L A movement from a situation of low employment to one of high 
or "full" employ ment will generally be accompanied by a rising 
pnee level. Increased demand will bid up some prices and wages 
even before "full" employment is achieved 

2. Increases in aggregate demand when the economy is already 
operating in the vicinity of "fuli" employment will have their 
principal impact on the price-wage level Modest and temporary 
increases in real output and employment may result, bat most of 
the rise in Y will be in P rather than in Q 

3. An economy operating m the vicinity of "full ' employment tends 
to experience creeping inflation By lowering search costs for 
sellers of both products and labor and rawing search costs for 
buyers, "full" employment promotes an upward Jnft in the terms 
of price and wage bargains 

!. The unemployment rate is affected bv in the rate of infla- 

tion. An unanticipated increase m the inflation rate tends to reduce 
unemployment; and an unanticipated decrease in the inflauon 
rate tends to increase unemployment But a constant rate of infla- 
tion, because it's presumably fully anticipated, probably has no 
effect on the unemployment late 

There are some important policy lessons tucked away in those four 
conclusions for anyone who dislikes both high unemployment rates am/ 
inflation. 

1. Avoid recessions if you want to avoid inflation because the process 
of recovery from a recession usually entails inflation 

2. Try not to let inflation get stuted if you want to prevent high 
unemployment became slowing down the rate of inflation will 
ordinarily cause unemployment to increase 

3. Creeping inflation is probably the price that a society must pay 
for all the gams that accrue from continuous operation at or near 
the economy's capacity. 

2. The Phillips curve is a dangerous concept ir it encourages the 
illusion that a permanently lower unemployment rate can be 
"purchased" by accepting a higher rate ot inflation 

Lessons 3 and 4 are not contradictory Lesson 3 merely acknowledges 
the fact that upward price adjustments will dominate downward adjust- 
ments and lead to a slow upward drift in the price level when tne economic 
system is operating with very little slack. It warns, you might say, against 
the pursuit of perfection. Lesson 4 warns against confusing cause and 
effect and assuming that since high employment generates inflation, more 
inflation will generate higher employment 
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employment will decline again and the Phillips curve will now pass through 
the point of 7% inflation but with unemployment back at its previous level 
of 5% The curve will have shifted upward No permanent reduction in 
unemployment wiil have occurred but the economy will be undergoing 
more rapid inflation 

A deliberate policy of pursuing lower unemployment by creating a 
higher rate of inflation calls (or continually increasing the inflation rate so that 
workers continually expect less than the actual rate of inflation. In this way 
they can be made continually to overestimate the real value of the money 
wages they are being offered We must either continually increase the rate 
of inflation or assume that employees pay exclusive attention to money 
wage rates and never consider real wage rates This is a superficially 
plausible assumption we know that few employees consult the most 
recent changes in the Consumer Price Index before deciding whether a 
wage offer is adequate They look at money wage rates in other words But 
they jIso learn after a while that their wages buy less and adjust their per 
ception of the wage rate s real value An extreme example will make the 
point In 1956 workers stood in line for jobs at manufacturing firms 
offering $2 an hour In 1976 manufacturers can find almost no one who 
will accept employment at that wage Employees do know even if they ve 
never heard of price indices that $2 is a much lower hourly wage today 
than it was twenty years ago 

Policy cannot be constructed on the assumption that workers will be 
permanently fooled people do learn from experience And the simul 
taneous existence of high unemployment with very rapid inflation in the 
early 1970s ought to be sufficient evidence that people have learned When 
they begin to assume continued inflation they no longer suffer from the 
illusion that money wages and real wages are the same thing 

But now suppose that the government discerns the error of its ways and 
regrets its policy initiative Unemployment is back at the old 5% level but 
inflation is now progressing at 7% per year The government therefore 
decides to re\ erse its policy and get inflation down to 3% again 5o it eases 
up on the fiscal monetary stimulus it s been applying Monetary demand 
will now stop increasing so rapidly producers will be unable to sell at the 
prices they had anticipated inventories will mount production will be 
curtailed and unemployment will rise Eventually sellers will learn not to 
expect such a rapid nse in prices they will adjust downward the prices 
they ask and the prices they offer to pay for inputs sales will revive inven 
tones will decline production will start up again and unemployment will 
fall But that won t all happen within a week or even a month The higher 
unemployment that will result from an attempt to slow down the rate of 
inflation will be temporary but temporary can be a long time The cost of 
letting inflation get out of hand may be very high indeed 
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The Bureau of Labor Statistics divides the unemployed into job 
losers, job leavers, those who are reentering the labor force after 
an absence, and new entrants into the labor force. We can com- 
pare each with a category of office space. Job losers correspond to 
offices that are empty because tenants choose to leave. Job leavers 
correspond to offices that are empty because tenants have been 
evicted. (Note that landlords often "evict" tenants by demanding 
a higher rent.) Reentrants correspond to offices that had previ- 
ously been withdrawn from the market because the owners did 
not expect to receive rental income equal to maintenance costs 
but are now again being offered for rent. New entrants can be 
divided into two groups. Young people entering the labor force 
for the first time correspond to newly constructed space. Older 
people who have not previously held jobs because other family 
members earned an adequate income but who have now been 
pulled into the labor force either by declining family income or by 
more attractive job offers correspond to older space being offered 
for rent for the first time. A firm may decide, for example, to sublet 
a portion of the space it had previously reserved for its own pur- 
poses, either because business has fallen off or because high rental 
prices have persuaded its managers that more can be earned by 
renting out the space than by using it for the firm's own operations. 

All of this suggests that a wide variety of economic, political, or 
cultural changes could cause the "natural" unemployment rate to 
increase or decrease. Do you agree that each of the following 
would increase the "natural" rate of unemployment? 

(a) Employer discrimination against women diminishes and 
more women consequently begin looking for jobs in the 
labor market. 

(b) Blacks come to believe that job prospects have improved, 
perhaps as a result of antidiscrimination legislation, and 
some who had stopped looking for work out of discourage- 
ment reenter the labor force. 

(c) Unemployment compensation benefits are increased and 
extended so that the cost of remaining unemployed while 
searching for a better job declines. 

(d) Young people come to believe that they should not select a 
career course until they have experimented with a variety 
of jobs. 

(i e ) Family incomes rise significantly faster than per capita 
incomes. 


Chapter Twenty Six 


WHAT UNEMPLOYMENT RATE IS ACCEPTABLE? 
When is the unemployment rate ' too high' ? If there is an 
unavoidable minimum of “frictional ' unemployment, how can 
we decide whether it is 2%, 6% or something else? Is there a natural 
cate of unemployment? 

Appendix 4 at the end of the book presents an article on office 
Space in New York City that suggests a way of thinking about this 
question. There will always be some vacant office space in New 
York A zero vacancy rate is neither possible nor desirable Firms 
will continually be moving into and out of the city or looking for 
office space more suitable to their changed circumstances Newly 
constructed space will not be rented immediately and vacated 
space will stand empty for at least a short interval If the vacancy 
rate were to fall to 1% firms looking for space would have diffi- 
culty finding it We would expect to hear complaints about the 
' tightness" of the market to observe rising rents as firms com- 
peted for the office space they wanted, and to see an increase in 
the rate of office building construction as developers came to 
anticipate larger profits from providing new space 
A 10% vacancy rate would produce the opposite results Owners 
of office buildings would complain about the 'glutted" market, 
rents would decline as owners competed for occupants, and the 
rate of new construction would slow down 

If we were to observe no net tendency for rents to rise or decline, 
no tendency for the rate of new construction to accelerate or slow 
down, and no greater incidence of complaints from owners about 
' gluts" than from tenants about the ' tight ' market, wc could 
conclude that the vacancy rate was at its 'natural ' level 
Could we argue in an analogous way that the unemployment 
rate is at its ' natural ' level when we observe no net tendency for 
wage rates to rise or decline, no tendency for the rate of labor force 
participation to increase or decrease, and about as many com- 
plaints from workers that there are no jobs ' as complaints from 
employers that ' you can't get help ? Since the volume of com- 
plaints would be hard to tabulate, we might substitute something 
like the number of job seekers registered with state employment 
agencies and the number of job vacancies listed by employers 
This approach will unfortunately not enable us to decide with 
confidence whether the unemployment rate at any time is exces- 
sive or merely at its "natural ' and acceptable level But it does 
clarify the problem somewhat and indicate the kind of data at 
which we might look to decide whether or not the current un- 
employment rate should be a matter for concern 
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Arthur F. Burns is a distinguished economist who became chairman of 
the board of governors of the Federal Reserve System in 1970. Along with 
most other economists. Burns had long maintained that the key to a stable 
price level is monetary and fiscal restraint on the part of government and 
not wage or price controls. But when he found himself in charge of 
imposing an important part of that restraint, Bums changed the direction 
of his thinking. His public speeches reveal the evolution of his thought . 1 
Burns reluctantly concluded that labor and product markets did not 
function well enough for fiscal and monetary policy to be effective. Strong 
unions and business firms with substantial market power were able to 
raise wages and prices in the absence of any increases in demand. Con- 
fronted with this situation, monetary and fiscal authorities had to choose 
between causing unemployment by refusing to expand total demand or 
increasing the rate of inflation by underwriting the wage and price 
increases. 


Market Power, Unemployment, and Inflation 

To understand Burns's reasoning, suppose that a significant number of 
wage rates are set by collective bargaining, and that unions have the ability 
to obtain money wage increases in excess of productivity increases. This 
would mean that unions (or some unions) can obtain for their members a 
money wage that is above the value of labor's marginal productivity. 
Another way of putting it is to say that the unions can persuade some 
employers to pay workers a money wage greater than the current value of 
the marginal worker's net contribution to the firm's revenue. 

Because marginal workers now add more to the costs than to the revenue 
of the firm, employers adj ust by reducing the number of workers they hire. 
They may not actually lay anyone off; instead they will just refrain from 
replacing workers as they retire or quit. The result is a reduction in the 
number of jobs available and an increase in measured unemployment. If 
employers raise their prices to recover the higher labor costs, they won't 
be able to sell as much at higher prices and the reduced sales will eventually 
lead to employment cutbacks. Even if union members realize that higher 
money wages mean fewer jobs, a majority may vote for the wage increase 
in the belief that they themselves will be protected by seniority; they risk 
the jobs of other employees who have less seniority. 


X. A comprehensive but succinct summary of Burns's opinions on the possibilities and 
difficulties of demand management is contained in the appendix. It s valuable to study the 
views of a powerful policymaker who has substantial freedom from political constraints 
and is an excellent economist and a lucid writer. 
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"DEMAND-PULL" AND "COST-PUSH" INFLATION 

If the monetary demand for goods increases faster than addi- 
tional goods can be produced, prices will be bid up. This is the 
usual way in which inflation occurs. But the average of all prices 
might also rise because some sellers are able to raise their prices 
in the absence of any increase in demand. This is sometimes called 
cost-push inflation to distinguish it from the traditional demand-pull 
inflation. But cost-push inflation usually requires assistance from 
demand-pull. The market power of sellers is unlikely to cause 
persistent inflation unless the monetary managers cooperate. 

We can use the equation of exchange, MV = PQ, to consider 
the possibilities. Let's suppose that there is a competitive sector 
of the economy where individual sellers of products and of labor 
have no power to raise their prices or wages and where they do 
not combine to achieve this power. And let's suppose that the 
remainder of the economy is a "monopolistic" sector (with 
"monopolistic" enclosed in quotation marks to remind you that 
it's a word with almost as many meanings as it has users). Goods 
produced in the competitive sector are represented by Q, , goods 
produced in the "monopolistic" sector by Q m . Now Q ( . -f- Q m = Q, 
and if P c and P m represent respectively the average prices of goods 
produced in each sector, then P C Q C + P m Q ln = PQ. We rewrite 
the equation of exchange as 

MV = P C Q C + P w Q m 

What will occur if the government regulators, powerful labor 
unions, or giant corporations allegedly responsible for the exis- 
tence of a "monopolistic" sector raise P m in the absence of any 
increase in the demand for Q m ? 

The law of demand tells us that when P m rises, Q In will fall. The 
more elastic the demand for Q m , the larger will be the decline in 
Q ra and the consequent increase in unemployment in the "monop- 
olistic" sector. But output and employment might also decrease in 
the competitive sector. If the demand for Q m is inelastic, people 
will spend more income than before in purchasing a smaller quan- 
tity of these higher-priced goods, less income will consequently 
be left for the purchase of competitively produced goods, and so 
the demand for Q c will decrease. The more resistant prices in the 
competitive sector are to downward pressure, the larger will be 
the resulting decline in Q c and decline in employment in the 
competitive sector. 

The maintenance of previous levels of output and employment 
in the face of a rise in P m requires, therefore, an increase in MV . 
V would increase when the "monopolistic ' sector raises its prices 
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Rising unemployment caused by this kind of market power puts the 
government under pressure to adopt an expansionary fiscal or monetary 
policy When it does so the pnce lev el rises The rise in the puce of every 
thing else will reduce the relative price of the good whose sales had fallen 
its sales will expand once more and employment in that industry will be 
restored In the event that employers are pnce takers and lack the market 
power to pass the wage increase along to buyers the increase m the pnce 
of all goods does the job for them The real wage is consequently reduced 
and employment is restored to its initial lev el The upshot of the matter is 
that the use of excessive market power creates unemployment problems 
and that the government is forced to cause inflation to deal with the 
unemployment problems 

How did we get into such a bind? Is there a way out? Bums has pointed 
to three pnncipal causes of the problem They are strong unions business 
firms selling in insufficiently competitive markets and innumerable 
government regulations that tolerate encourage and even require prac 
tices that raise costs and reduce efficiency In the last category Bums 
includes subsidies to fanners legal restrictions on entry mto various trades 
or professions import quotas and tanffs the federal minimum wage law 
(especially in its application to teenagers) aspects of our welfare programs 
pnce maintenance laws and the failure to enforce antitrust legislation. 
The solution is structural reforms directed toward increasing competition 
and thereby making wages and pnces more responsive to forces of supply 
and demand 1 

But reforms of that sort can t be implemented quickly The active parha 
pation of government in the creation of the problems suggests that such 
reforms will only be possible if they' re possible at all after a long cam 
paign of public education In the meantime we shall have to make do with 
second best policies Some legal controls on pnces and wages may be 
necessary if we are to avoid confronting the nations fiscal monetary 
managers with the unpleasant choice between accepting unemployment 
of causing inflation. 

Defensible and Indefensible Arguments for Controls 

The general public has nev er had much trouble believing that inflation 
is the result of irresponsible behavior on the part of sellers whether of 
products or of labor services The public looks for villains when things go 
wrong and seems to find them among the business firms that announce 
pnce increases and the union leaders who call for wage hikes An excessive 
rate of increase in monetary demand is a force too abstract and impersonal 

1 Keep in mind that uman strength, corporate market power and anticompel t e govern 
men! regulations must he > tr« sj if the problem to which Burns calis attention is growing 
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The incentive to hoard goods increases, because goods are undervalued 
at their legal prices and because buyers cannot be sure of obtaining sup- 
plies in the future. This further aggravates the scarcity. Producers have less 
incentive to expand output and maintain quality. Production will fall 
further as manufacturers find themselves unable to obtain particular 
inputs that have disappeared from suppliers' inventories. They may even 
have to suspend production and lay workers off. Export controls will be 
instituted to keep other countries from taking advantage of the controlled 
prices. Bartering will creep into the supply system and not only decrease 
efficiency but also raise cries of inequity from those producers who have 
nothing of value to offer their suppliers. Items such as paper bags, shoe 
heels, plastic syringes, and lawn fertilizer will unexpectedly disappear 
from retail shelves as shortages multiply and breed further shortages. 
Relative prices will not be able to change in response to changing relative 
scarcities, and the structure of prices will start to give misleading signals to 
resource users, hr short, suppression of the price system suspends the 
mechanism of economic coordination and leads to inequities, ineffi- 
ciencies, and disruptions of production that only worsen the imbalance 
between demand and supply. 

Imposing price controls in the face of an inflation caused by too many 
dollars chasing too few goods aggravates the problem by reducing the 
supply of goods and diminishing the incentive of demanders to economize 
in their use. And this is true whether the imbalance was caused by an 
excessive creation of dollars or a deficient creation of goods. Moreover, it 
diverts the attention of the public from the actual causes of the inflation 
and the proper remedies. Of course, a government whose fiscal and 
monetary policies have fueled an inflation will be only too happy to 
encourage the public's belief that private avarice is the root of the problem, 
that public-spirited self-restraint on the part of citizens is the ultimate 
answer, and that the rascals who have no public spirit must be controlled 
by law. Congress will rarely admit that its own spending habits are the 
cause of any ills. 


What Can We Learn from Wartime Price and Wage Controls? 

The wage and price controls of World War II are sometimes brought 
forward as evidence that controls can in fact be effective in preventing 
excess demand from pulling up prices. But this argument ignores some 
important facts. For one, it overlooks the public's willingness to put up 
with shortages and tolerate inequities when they are viewed as temporary 
necessities. Above all, it overlooks the alternative rationing system created 
by the federal government during World War II to allocate scarce goods 
among competing claimants. It ignores the complex point system, the 
books of ration stamps, the special gasoline coupons, the priority alio- 
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only if the increase in P somehow induced the public to prefer 
smaller money balances It is difficult to imagine why or how that 
would occur If the demand for money balances does tot decrease 
an increase m MV requires a larger stock of money And so the 
rcsponsibil ty passes to the monetary managers M will have to be 
increased if a rise in the unemployment rate is to be prevented 
Whether we choose to call the resulting rise in the average of 
all prices a cost push or a demand pull inflation, and whether we 
put the blame on the monopolists or the money managers is less 
important than that we understand the process by which this kind 
of inflation might occur Of course a model of how it in ght occur 
is no ev dcnce that it / as occurred How much power monopo- 
lists —unions corporations or government agencies— actually 
have to raise prices in this manner is a difficult empirical question 
And regardless of how much power they have the problem will 
not have grown worse in recent years unless their power has been 
increasing That too is a disputed empirical question 


to be a good candidate for villain and so corporations and unions tend to 
be blamed for inflation even when wages and prices are clearly being 
pulled up by excess demand and not being pushed up by market power 
That s why the imposition of wage and price controls during a period of 
inflation usually encounters at least initially an overwhelmingly favorable 
response from the public A case in point is the wage price freeze 
announced in August 1971 

The populanty of wage and price controls as a way of dealing with 
inflation makes it all the more urgent that the public understand the 
mechanisms of inflation The argument made by Arthur Burns and many 
other economists is a defensible one It calls for controls on those wages 
and prices that are not adequately controlled by competition so that the 
fiscal and monetary authorities can pursue noninflationary policies And 
it looks forward to structural reforms that would eliminate the restrictive 
practices that made the controls necessary 

This is an argument vastly different from the one that calls for controls 
to keep wages and prices from rising after the fiscal or monetary authorities 
have expanded aggregate demand at a more rapid rate than the rate at 
which real output can be increased or after some disaster (war oil 
embargoes crop failures) has reduced the level of real output In such 
circumstances controls are worse than useless They suspend the rationing 
system by which scarce goods are allocated among competing claimants 
This means that the goods have to be allocated by other criteria Buyers 
will get in line early cultivate contacts try to negotiate special agreements 
or offer illegal monetary inducements to get around the maximum price 
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relative to others. This poses no problem if competition adequately con- 
strains them. But where economic interests are able to combine or collude, 
they may be successful in enlarging their share of the pie. Or they may 
simply offset one another and leave everyone's share unchanged while 
jacking up the price level in the course of the struggle. 

Controls and Income Distribution 

If the government tries to control the prices that these groups are able to 
set it implicitly makes a judgment on how income ought to be distributed. By 
referring to such a program as an incomes policy we are at least calling 
attention to the scope and importance of the problem being tackled. And 
it's a problem that looks more formidable the longer it's examined. 

The problem is that the sum of the dollar claims people make on the 
national income invariably comes to much more than 100% of the dollar 
value of the national income. To put it crudely, there aren't many people 
who believe they deserve less than the average and a lot of people who 
claim more than the average. So what's new? There may be nothing new 
in the situation if you confine your attention to Western nations and the 
other nations and cultures descended from Europe. But within these 
societies the demand by individuals and groups for a larger share of the 
social product has generally been kept in check by the similar demands of 
others, and the market has functioned as the adjudicator of competing 
claims. The market was never a completely "free" market; groups that 
were able to use political processes to influence market outcomes did so. 
Two hundred years ago the American Revolution came about in part as 
the consequence of conflict among such powerful economic interests; each 
was bent on using the state to improve and protect its own economic 
opportunities. 


The Organizational Revolution 

But in the twentieth century two new elements may have appeared. 
Interest groups are now more effectively organized into labor unions, farm 
federations, corporations, and professional and trade associations. They 
are consequently better able to protect their members against the adverse 
consequences of competition. The economist Kenneth Boulding has called 
this "the organizational revolution'' in a book with that title. As each group 
pursues its own interests by reducing competition, the market ceases to be 
an effective regulator of economic activity. The invisible hand that Adam 
Smith saw leading people to promote the public interest while intending 
only to pursue their private interests depends upon the existence of com- 
petition. In an economy dominated by power blocs, the pursuit of private 
interests may destroy the public interest. 
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cations and the army of controllers that were all required to make the 
system work as well as it did It overlooks the role of wartime patriotism 
in securing the voluntary cooperation that kept the system functionmg for 
several years and closes its eyes to the illegal and semilegal evasions that 
sometimes helped the system work by enabling people to circumvent it 
And when the controls were removed after the war, the excess demand 
dammed up behind them poured out to raise prices 33% between 1945 
and 1948 

The public must learn to distinguish carefully between arguments for 
limited controls in selected situations where competition is an ineffective 
regulating force and across-the-board controls imposed to prevent excess 
money demand from raising prices The latter is a recipe for disaster The 
former may be an effective way to deal with a difficult economic and politi- 
cal problem 

But even limited wage and pnce controls are going to pose major diffi- 
culties On whom will they be imposed, and how will this be determined? 
Who will decide when adjustments are called for and what criteria will 
they employ? Whatever the economic rationale, will the political system 
be adequate to such a task? It is essential to note that Arthur Burns assigns 
much of the blame for the decline of competition to government policies 
Is it realistic to expect the same government to undo its own work? Regu- 
latory agencies like the Interstate Commerce Commission and the Civil 
Aeronautics Board that have long taken their function to be the prevention 
of competition will not suddenly revise their thinking and procedures 
State legislators who bow to industry lobbies and create legal carte! 
arrangements aren't likely to acquire new wisdom or courage any time 
soon Anticompetitive laws in the areas of agriculture, labor, and inter- 
national trade continue to command a Congressional majority Who will 
mind the sheep when the shepherds have such a taste for mutton? 


INCOMES POLICY 

A phrase sometimes used in place of "wage and price controls ' to 
describe the kind of approach recommended by Bums is incomes policy It's 
an apt phrase, because it calls attention to the origins of the problem and 
the inherent difficulty of resolving it If costs are in fact pushed up in the 
absence of demand increases, it is the result of people's pursuit of higher 
incomes They want a larger share Workers want higher wages, property 
owners want larger returns on their investment, and business executives 
want larger rewards for making their firms' revenues increase faster than 
costs They all pursue their objectives by trying to raise certain prices 
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exchange. To secure the cooperation of others in improving our own 
positions, we must find ways to improve their positions, too. Economists 
view the market as a vast computer into which all preferences are regis- 
tered, in which all contradictory intentions are accommodated, and from 
which a particular mixture of output emerges and is distributed. By stick- 
ing closely to the analysis of market processes, economists have been 
able to incorporate conflicting goals and interests into their analyses 
without judging among them. No vantage point above the fray is required 
to interpret what's going on. 


Economic Decisions and Political Judgments 

■ When the members of a society begin to object to the market process 
itself, however, and when one of the goals becomes the transformation 
of the system for accommodating conflicting purposes, the economist's 
task grows immensely more difficult. And that is the situation we have 
today. What we have called the politicalization of the economy is in large 
part an attempt to change the rules of the game. The market system itself 
is in question. 

The most fundamental objection to the market process is that, while it 
may enable all participants to better their conditions, it takes for granted 
the initial distribution of the resources on the basis of which people ex- 
change. The justice and therefore the political acceptability of market 
outcomes depends on the justice of the positions from which everyone 
begins. In very poor societies it makes a great deal of sense to ignore the 
distribution of wealth in order to concentrate on increasing the total 
amount available. This is especially sensible if the growth of national 
income entails increases in income for those at the bottom of the ladder. 
And this has in fact been the historical tendency in market-organized 
economies. But more total income becomes relatively less important as 
a society becomes more affluent, and questions about the way the income 
is distributed start to take on increasing significance. 

A closely related objection to the market process has to do with the 
appropriate tradeoff between marketable commodities and services on 
the one hand and less tangible goods such as serenity, beauty, or com- 
munity on the other. In a society with an abundance of marketable goods, 
the marginal cost of paying attention to their marginal cost may seem too 
high to justify the effort. And an economic system that works by focusing 
attention on these costs may increasingly seem to reflect an irrational 
attachment to rationality. 

The link between all this and the pursuit of full employment and price 
stability should be obvious. Economic policymakers will be hard-pressed 
to achieve these goals, not only because we lack an adequate knowledge 
of money .velocities, expenditure multipliers, and time lags, but also 
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Rejection of the Market 

A second development that some observers see is a decline in the 
perceived legitimacy of market outcomes By this we mean that fewer 
people are now prepared to accept market processes as fundamentally 
just Perhaps this is related to the first factor mentioned If people believe 
that the economy is not governed by ' fair competition" but by "special 
interests " they will not give their consent to the way tncome is distributed 
They will rather try to use the political process to shape the economic 
process more into line with their own perceptions of fairness 

If this analysis is correct, then governments will not be able to use 
incomes policy to rein in conflicting interests because it is incomes pohcy 
over which the interests are conflicting A particular criterion of fairness cannot 
be used to settle a dispute over the appropriateness of that criterion The 
Genie Conception of government conceals this dilemma We may be able 
to see that the economic system does not work as it should and to outline 
government policies that would improve its performance But the same 
forces responsible for the unsatisfactory performance of the economy will 
block the adoption of the political policies being recommended It is pain- 
fully reminiscent of the fable about the mice who wanted to protect them- 
selves against cats by putting a bell on each cat If cats let themselves be 
belled by mice, however, mice would have no reason to want bells on cats 


THE POLITICALIZATION OF THE ECONOMY 

Throughout most of this book we have assumed that people want for 
themselves more of the commodities and services that the economy can 
provide. From chapter 16 on we have supposed that everyone prefers 
higher to lower unemployment rates and price stability to inflation The 
analysis of economic practices and policies is much easier when we know 
what the goals are and can take certain shared social purposes for granted 
When the goals themselves are in dispute, however, it is difficult to find a 
vantage point from which to gain perspective 

Economists are no more adept than anyone else at resolving disagree- 
ments that mvolve conflicting goals The science of economics has none- 
theless been able to make analytical advances in the face of conflicting 
social interests by tying itself closely to the analysis of market processses 
and outcomes Markets are just exchange networks And voluntary 
exchange is a process by which people who have conflicting interests 
achieve agreement It's a limited agreement, but it's enough to enable 
people with conflicting interests to cooperate in ways that make each 
participant better off Anyone who is not made better off simply doesn t 
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They cannot solve the problem of inflation caused by excessive monetary 
demand, but they can make the problem worse. 

Sellers of labor and products who are sufficiently well organized to 
raise wages and prices in the absence of any increase in monetary demand 
will reduce the quantity of labor demanded and increase unemployment. 
If the government responds by increasing monetary demand, it will be 
able to prevent the increase in unemployment by causing inflation. Some 
economists believe that labor unions, large corporations, and government 
regulations are reducing competition in many sectors of the economy and 
thereby confronting aggregate demand managers with the unpleasant 
necessity of choosing between the acceptance of unemployment and the 
acceptance of inflation. They therefore argue for controls on those wages 
and prices that are not, in their estimation, adequately controlled by 
competition. 

The imposition of such controls entails a prior decision by government 
as to which groups will not be allowed to use their political or market 
power to increase their incomes. In the absence of a political consensus on 
how income ought to be distributed, the government will probably be 
unable to formulate and enforce such an incomes policy. 

Most goods are scarce; they can only be obtained by sacrificing other 
goods. This may also be true for the goods of high employment and stable 
prices. It is possible that some of the goals we are pursuing through politi- 
cal processes will make high employment and price stability impossible 
to achieve. 


QUESTIONS FOR DISCUSSION 

1. (n) Why is the price level likely to rise faster the lower the level of unemploy- 
ment in the economy? 

(b) Does raising the unemployment rate slow down inflation? How so? 
How long does it take? 

2. (a) Is aggregate demand inadequate if there is a shortage of automotive 
mechanics and a surplus of secondary school teachers? 

(b) Can substantial unemployment exist at a time when listed job vacan- 
cies exceed total unemployment? 

3. "There is no danger that a government deficit will cause inflation when 
unemployment stands at 8% of the civilian labor force. Do you agree? 

4. How and why does the attempt to lower the permanent rate of unemploy- 
ment by deliberately causing inflation depend upon an illusion? 
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because full employment and price stability are not the only goals we're 
pursuing We have turned increasingly in this century to government as 
the appropriate agency to regulate the economy in the interest of a better 
society If the results have often been disappointing, it may be because we 
have thoughtlessly adopted the Genie Conception of government and 
have paid too little attention to the actual consequences of well-intentioned 
proposals But it may also be because we have given too little thought to 
the question of what we mean by "a better society " 

Once Over Lightly 

Recession and inflation are not simple alternatives between which 
policymakers can choose The fact that low rates of unemployment are 
historically associated with periods of rising prices does not mean that 
policymakers can always reduce unemployment by causing or tolerating 
inflation 

In a penod of recovery from a recession, the price level may begin rising 
before total output and employment regain prerecession levels This is 
especially likely if increased demand raises some wages and prices and 
others are resistant to downward pressure 

Halting or slowing down the rate of inflation may cause a recession. If 
sellers of products and labor anticipate continued inflation, they will hold 
out for higher prices and wages than they would otherwise ask If the 
expected inflation does not materialize, they will be unable to sell as much 
as they had anticipated selling High unemployment rates and accumula- 
tions of unwanted inventories will continue until events have taught sellers 
to revise their expectations and lower their price and wage demands 
An economy that is continuously operating close to capacity tends to 
create sellers markets In such markets, search costs are low for sellers and 
high for buyers Sellers consequently tend to hold out longer against 
lowering their prices, buyers tend more quickly to accept prices higher 
than they had anticipated, and pnce and wage levels creep upward 

Unemployment levels might be lowered temporarily and output levels 
temporarily increased by an acceleration m the rate of inflation. This will 
occur if sellers of labor and products mistakenly assume that they are being 
offered better terms But employment and output levels will decline again 
as sellers of labor learn that real wages have not increased and sellers of 
products leam that costs have increased along with prices Only a con- 
stantly accelerating inflation can maintain the illusion of better terms and 
keep employment and output at these higher levels 
Pnce and wage controls that are imposed when aggregate demand 
exceeds the ability of the economy to produce at current prices create 
shortages, inefficient resource allocation, and disruptions in production 
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5 The basic cause of an excessively high unemployment rate is uncertainty 
Explain whether you agree or disagree with this statement and why 

6 Would you expect a different effect on employment from the imposition of 
a temporary quota against imports than from the imposition of a quota that 
is expected to be permanent? Why? 

7 If union won wage increases add to unemployment and the Fed then expands 
the money supply to reduce the unemployment rate who is the villain 
responsible for inflation? 

8 If it is socially irresponsible for sellers to raise their prices in periods of 
inflation why did the government raise the price of the annual Economic 
Report of the President from $3 05 in 1974 to $3 25 m 1975? 

9 Is it socially responsible for the Civil Aeronautics Board to raise the prices 
of airline travel but socially irresponsible for food processors to raise the 
prices of frozen vegetables? 

10 Make up two lists of prices and wages One should contain specific prices 
and wages that in your judgment are not adequately controlled by compe 
tition and the other should contain specific wages and prices that you think 
art adequately controlled by competition What criteria will you use? What 
evidence do you have to support your lists? 

11 Is it unjust for money wage rates to rise less rapidly than prices? Is it unjust 
for some money wage rates to rise faster and others more slowly than prices? 
Can you think of some wage and salary rates that ought to rise less rapidly 
than prices? On what basis would you answer this question? 

12 A teacher of chemistry should not be paid more than a teacher of history 
simply because the demand for chemistry teachers is greater relative to the 
supply Teachers are not commodities They are professional persons with 
family responsibilities who are providing essential public services Do you 
agree with that statement 7 Under what circumstances do you think its prin 
ci pies are most likely to find acceptance? 

13 Why does it take so much more effort and involve so much more conflict for 
the faculty of a college to agree on a revision of the curriculum they are 

selling to students than for the managers of department stores to decide 
on the mixture of goods they will offer for sale? 

14 Is it possible to control inflation by having a panel of experts pass on all 
proposed wage and price increases? Should such panels include an equal 
number of business labor and consumer representatives 

15 Because government is not limited by private profit it can often accom 
phsh what private interests cannot accomplish Discuss 
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Why is there so much disagreement about economic policies among 
intelligent and well-informed people who are genuinely looking for the 
public interest and not simply advocating their own narrow interests? 
Why is it so much more difficult to achieve consensus on the best way to 
manage the economy than on the best way to put people on the moon? Are 
economic interrelationships that much more complex than the relation- 
ships that had to be mastered to achieve a successful lunar landing? 


FACTS AND VALUES 

Economists have often pointed out, as a way of answering these ques- 
tions, that disagreements over economic policy stem from two different 
kinds of disagreement. There is disagreement about what is and disagree- 
ment about what ought to be. Science can supposedly answer questions of 
the first type, because they only require attention to facts and logical 
reasoning. But when we disagree about what ought to be or about the goals 
of economic policy, we are in the realm of ethics. And vve do not have any 
way of resolving ethical disagreements. They are ultimately judgments of 
value; and ultimate value judgments cannot finally be proved or disproved. 

There is something unsatisfactory about this way of setting up the 
problem, however. In the first place, the science of economics is not com- 
pletely independent of economists' value judgments. Our theories are not 
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bad faith. But the best and the worst social goals can only be sought by 
employing fallible policies that may in the end do more harm than good 
despite the purity of intention behind them. The full consequences of the 
economic policies we adopt will never be known with certainty. But 
economics can suggest answers even for a society beginning to question 
its goals, because economics is a way of thinking that clarifies the conse- 
quences of social action. 


THE ECONOMIST'S PERSPECTIVE 

An answer presupposes a question, however, and the answers we dis- 
cover are products of the questions we ask. A greal deal therefore depends 
on where we begin, the point of view we adopt, what we assume before we 
start, and the concepts that we use to organize our thinking and ques- 
tioning. Thomas Kuhn, an influential philosopher of science, has argued 
that all scientific activity is rooted in some paradigm. By this he means a 
set of working assumptions that guide inquiry by posing certain questions 
and ignoring others. Every scientific theory reveals something at the same 
time that it conceals something else. What does the economic way of 
thinking reveal? And what does it conceal? 

The economic way of thinking employs such concepts as demand, 
opportunity cost, marginal effects, and comparative advantage to order 
familiar phenomena. The economist knows very little about the real world 
that is not better known by businessmen, engineers, and others who make 
things happen. What he does know is hour Hungs jit together. The con- 
cepts of economics enable us to make better sense out of what we observe 
and to think more consistently and coherently about a wide range of inter- 
related phenomena. 

This turns out in practice to be a largely negative kind of knowledge. 
Perhaps you detected, as you read through the chapters of this book, a 
greater emphasis on what should not than on what should be done. But 
negative conclusions are important, and they may be especially important 
in an area like economics. The economist Frank Knight used to defend the 
heavily negative character of economic reasoning with a quotation: “It 
ain't ignorance that does the most damage; it's knowin' so derned much 
that ain't so." 

Too many people "know" how to solve pressing social problems. Their 
mental picture of the economic universe is a simple one in which intentions 
can easily be realized and the only obstacle to a better society is therefore 
a lack of good intentions. How many times have we encountered grand 
solutions to vexing social problems prefaced with the words All we need 
to do is . . ,"? But social actions have consequences that run far beyond 



768 


Chapter Txieniy Seven 


based exclusively on observation and the rules of logic, the value judg- 
ments of scientists often shape their choice of theories, both in the physical 
sciences and more obviously in the social sciences In the second place, 
disagreements about what ought to be often can be resolved by closer 
attention to fact and logic Perhaps there is no way of resolving disagree- 
ment on ultimate values But when is a value ultimate? How many of our 
important ethical disagreements are actually rooted in ultimate and there- 
fore unresolvable differences? 

One very important reason why people disagree about goals is that they 
disagree on what is possible One group may recommend a policy because 
its members assign a high priority to achieving greater economic equality 
Another group may oppose the policy because its members place a high 
value on individual freedom of choice But each group may believe that its 
goal can be achieved without any substantial sacrifice of the other goal 
and make its policy recommendations on this assumption For example, 
people who want laws against racial and sexual discrimination by 
employers rarely believe that the administration of these laws will infringe 
m any significant way on individual freedom Opponents of such legis- 
lation, on the other hand, often do not see how it can be made effective 
unless those charged with administering the law are granted the power to 
make essentially arbitrary decisions The real disagreement may conse- 
quently not be about the relative importance of equality and freedom but 
about the problems likely to be encountered in administering ambiguous 
laws Even the fundamental (or seemingly fundamental) disagreements 
that characterize debates between "capitalists" and "socialists" may be 
largely of this kind 

Surprisingly little of the disagreement over economic policy turns out 
to be purely disagreement about goals Far more commonly, a policy will 
be recommended by one group but opposed by another because the two 
groups expect different consequences from its adoption This does not 
mean that we could easily reach consensus if we all looked at the conse- 
quences of the proposals were recommending It does mean, however, 
that we have much to learn by paying closer attention to the criticisms of 
others Every action has unintended and often undesirable consequences 
But someone strongly committed to the goal an action is designed to 
achieve will be less capable of perceiving or appreciating these conse- 
quences than someone else whose primary commitment is to different 
goals 

The authors of this book do not believe, therefore, that strong convic- 
tions have no proper role in economic policy discussions or that econo- 
mists ought to or even can keep value judgments out of their analysis But 
this danger is much less than the danger that people will refuse to let their 
goals be affected by criticism It is much too easy to become totally con- 
vinced of the justice of one's goals and to treat all criticism as evidence of 
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up an economic system, they evolved a body of theory stressing the 
cooperative aspects of free exchange. The economist's way of thinking 
has tended to reveal the order and the coordination that lie beneath the 
seeming chaos of an unplanned and unregulated economy. The elements 
of conflict, disorder, and disruption that are also found m every economic 
system have tended to be regarded by the economist more as disturbing 
factors than as objects of his primary interest. 

On top of all this, economic theory often treats proposals for reform 
of the economic system rather unkindly. It is not that economists are 
themselves uninterested in reform or that they are the paid lackeys of 
the privileged classes. But economic theory, by revealing the inter- 
dependence of decisions, calls attention to the unexamined consequences 
of proposals for change. "It won't work out that way" is the economist's 
standard response to many well-intentioned policy proposals. Realism is 
not necessarily conservatism, but it often appears to be quite similar. And 
there is a sense in which knowledge does promote conservatism. Even 
physicists have been accused of hopeless conservatism by would-be 
inventors of perpetual-motion machines. 


Individualism and Economic Analysis 

Another indictment frequently leveled against economics accuses it of 
an excessively individualistic point of view. The critics object that econo- 
mists conceive of society as nothing but a collection of individuals pur- 
suing their own interests. And that's quite true in one sense. The funda- 
mental concepts of economics refer to choice as the basis of ail economizing 
activity; and the only choices about which we can think and talk meaning- 
fully are the subjective evaluations of individuals. So the economic way 
of thinking is deeply colored by "methodological individualism," a pro- 
cedure that makes individual choice the basic unit of analysis and tries to 
explain all social occurrences by reference to the preferences of individuals. 

But is this a flaw or a strength? No one seriously believes that "the good' 
can be simply identified with "what individuals happen to prefer." As a 
working assumption, however, this may be less dangerous than unexam- 
ined concepts of the social welfare, the national interest, or the good of 
society. The economist is occupationally conditioned to wonder about 
the composition of such aggregates as "social," "national," and public 
and to suspect all aggregates until they have been broken down into the 
costs and benefits that individuals experience. That's a healthy suspicion, 
and probably a strength rather than a limitation of the economic way of 
thinking. 

It's associated, however, with some additional modes of thinking that 
may not be equally defensible. One is a reluctance to inquire into the 
origins of the values that individuals happen to hold. Our choices as 
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values. The Kanawha County case showed both how difficult it may be to 
reach a consensus on values and what can occur when political decisions 
are made in the absence of consensus. 

The questions raised in West Virginia proved bitterly divisive not 
because they touched upon ultimate human concerns but because these 
concerns had to be reconciled through the political process. The differ- 
ences in value and belief were surely no broader or deeper than some of 
the differences among people of various religious persuasions; the former 
might even be viewed as an aspect of the latter differences as they existed 
in West Virginia in 1974. But we do not have public churches in this 
country and we do have public schools. People can choose the church they 
prefer and ignore the rest; they cannot easily choose for their children the 
kind of public school they prefer. The point is that conflicting values can 
peaceably coexist within a market or economic system and they cannot 
peaceably coexist within a political system. 

This does not prove that we should prohibit public schools as we have 
prohibited state churches. Some disagreements on value questions may 
have to be faced and a resolution attempted despite the difficulty of the 
task. The 1954 Supreme Court decision on racial segregation forced this 
nation into a discussion of values that still continues and from which we 
have learned a great deal and grown in ways that no one could have pre- 
dicted a quarter century ago. That decision also opened the way to greater 
discord and violence, however; and these are signs of the distance we must 
still traverse in reaching a consensus on the ethical significance of racial 
differences. 


"Basic Values" or "Mere Tastes"? 

But could a society such as ours hold together if value consensus were 
the precondition for till social cooperation? Is it not one of the strengths 
of the market system that it can tolerate an extraordinary range of value 
differences? To put it bluntly, the market system permits individuals to 
pursue all kinds of tasteless, inane, elitist, immoral, and useless goals and 
to do so with the cooperation of some of the very people who think those 
goals are contemptible. 

Economists, as analysts of the market system, object only to the use of 
such adjectives as tasteless or contemptible. In the market system and in 
economic analysis, all judgments, from the most thoroughly reasoned and 
deeply felt to the most capricious and trivial, become ' tastes and prefei- 
ences." And tic guslibus non csl disputandum: one does not argue about tastes. 
Or is it that one should not argue about tastes? At least one does not have to 
argue about tastes under a market system. So why go looking for trouble? 

"Quantity of pleasure being equal," the utilitarian philosopher Jeremy 
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here means concern for the relationship between ends and means, the 
attitude of calculation and planning, and purposive behavior. Frank Knight 
once described economic theory as "an abstract rationale of all conduct 
which is rational at all, and a rationale of all social relations arising through 
the organization of rational activity." Rationality in this sense is what 
Wordsworth had in mind when he wrote: 

. . . high Heaven rejects the lore 

Of nicely-calculated less or more. 

Wordsworth could speak for "high Heaven" only by virtue of his 
poetic license. But he gave effective expression to the feelings that many 
people have toward a social order in which cost-benefit analysis is the 
ruling principle, and toward a science of society that explains all behavior 
in terms of marginal costs and benefits. The romantic doctrine of Words- 
worth is dangerous. It too easily becomes a glorification of impulse and a 
rejection of intelligence, and leads to attitudes that will not create great 
poetry or engineering triumphs. But it is possible that we have become so 
preoccupied with technique and with means toward ends that we have 
lost our capacity to discover and nurture worthwhile goals. Perhaps we do 
tend to view everything as a potential input, a mere means to an end, and 
to treat other people and finally ourselves as no more than economic 
resources. Has a too narrowly conceived rationality become an obsession 
in our society and crowded out such alternative perspectives on life as the 
contemplative, the aesthetic, and the playful? Some critics maintain that 
the economic way of thinking encourages our already excessive compul- 
sion to use, control, and dominate in a society that would gain far more 
from learning to be open, nonmanipulative, and receptive toward the 
surrounding world. 

The sociologist Daniel Bell, who is an opponent neither of rationality 
nor of economics, has written: "The economizing mode— the exact calcu- 
lation of monetary costs and returns— has been an efficient organizer of 
production, but at the expense of . . . the treating of men as 'things' 
within the sphere of production." Economists use two defenses against 
this argument. One is that they only describe; they do not prescribe. The 
other is that the economic way of thinking only treats people as things in 
the hands of those who are unwilling to view them as anything more. A 
good example is the economic valuation of human life. Who can place a 
money value on a life? But if the economist can show that certain social 
policies implicitly value human life at less than its worth as a productive 
machine, then surely those policies ought to be changed. 

But to escape from tradition is never easy. And the tradition in which 
economists were reared does tend to regard consumable things as goods 
and all else as resources, things that can be used in the production of goods. 
Thus labor becomes a resource and abilities become human capital. There 
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Bentham once asserted, "pushpin [a children's game] is as good as poetry " 
While economists have often felt repelled by the philistinism of that 
remark they have also tended to view it as a position preferable to most 
efforts to impose one's preferences upon others And they have supported 
the market system in part because it offers a way by which society can 
minimize the need to legislate values 


Economics and Ethics 

There is another sense in which economics has been accused of exces- 
sive individualism The economic way of thinking is often said to endorst 
self-seeking activities and to place a stamp of approval upon the pursuit 
of one’s own interests and the neglect of the public interest The basic 
assumption of economic theory— that individuals do in fact pursue their 
own interests m a rational way— is sometimes hard to distinguish from 
the belief that everyone ought to look out for himself first and foremost 
Adam Smith said that an individual who pursued his own interest fre- 
quently promoted the interests of society more effectively than when he 
consciously aimed at the public good This may be true But it is dangerous 
as a principle of ethics and this is what it has sometimes become in the 
hands of Adam Smith's descendants In a subtle way it suggests that the 
person who tends most narrowly to his own business and never thinks 
about anyone s welfare but his own is really more ethical than the person 
who occupies himself with social causes 

But Adam Smith wrote a book entitled The Theory of Moral Sentiments 
before he wrote The Wealth of Nations In the earlier book he maintained 
that sympathy, a feeling for others through "putting ourselves in their 
situations ' was the effective cement of society The ideas in The Wealth of 
Nations presuppose the ideas in The Theory of Moral Sentiments Economic 
theory presupposes a social bond The pursuit of one's own interests that 
Adam Smith recommended presupposes at least some sympathetic inclu- 
sion of the welfare of others in one's own interests In short, a free society, 
in which people may behave as they please, is only possible if there are 
some ways in which it does not in fact please people to behave The eco- 
nomic way of thinking can ignore the important role that consideration for 
others plays in the functioning of an economic system only if such con- 
sideration is a dominant feature of social life 


Economics and Rationality 

We argued explicitly in chapter 15 that economic theory can explain 
the social consequences flowing from the pursuit of every kind of human 
interest as long as people are rational If people are not interested m ration- 
ality, the predictive power of economics diminishes rapidly Rationality 







The Use of Knowledge in Society 


779 


orate, this planning, whoever does it, will in some measure 
have to be based on knowledge which, m the first instance, is 
not given to the planner but to somebody else, which some- 
how will have to be conveyed to the planner The various 
ways in which the knowledge on which people base their 
plans is communicated to them is the crucial problem for any 
theory explaining the economic process And the problem of 
what is the best way of utilizing knowledge lmtiallv dispersed 
among all the people is at least one of the mam problems of 
economic policy— or of designing an efficient economic 
system 

The answer to this question is closely connected with that 
other question which arises here, that of who is to do the 
planning It is about this question that all the dispute about 
"economic planning" centers This is not a dispute about 
whether planning is to be done or not It is a dispute as to 
whether planning is to be done centrally, by one authority 
for the whole economic system, or is to be divided among 
many individuals Planning in the specific sense in which the 
term is used in contemporary controversy necessarily means 
central planning— direction of the whole economic system 
according to one unified plan Competition, on the other 
hand, means decentralized planning by many separate per- 
sons The half-way house between the two, about which 
many people talk but which few like when they see it, is the 
delegation of planning to organized industries, or, in other 
words, monopoly 

Which of these systems is likely to be more efficient de- 
pends mainly on the question under which of them we can 
expect that fuller use will be made of the existing knowledge 
And this, in turn, depends on whether we are more likely 
to succeed in putting at the disposal of a single central au- 
thority all the knowledge which ought to be used but which is 
initially dispersed among many different individuals, or in 
conveying to the individuals such additional knowledge as 
they need in order to enable them to fit their plans in with 
those of others 

III 

It will at once be evident that on this point the position will 
be different with respect to different kinds of knowledge, and 
the answer to our question will therefore largely turn on the 
relative importance of the different kinds of knowledge, 
those more likely to be at the disposal of particular individ- 
uals and those which we should with greater confidence 
expect to find in the possession of an authority made up of 
suitably chosen experts If it is today so widely assumed that 


the latter will be m a better position, this is because one kind 
of knowledge, namely, scientific knowledge, occupies now 
so prominent a place m public imagination that we tend to 
forget that it is not the only kind that is relevant It may be 
admitted that, so far as scientific knowledge is concerned, a 
body of suitably chosen experts may be in the best position 
to command all the best knowledge available— though this is 
of course merely shifting the difficulty to the problem of 
selecting the experts What I wish to point out is that, e\en 
assuming that this problem can be readily solved, it is only 
a small part of the wider problem 

Today it is almost heresy to suggest that scientific knowl- 
edge is not the sum of all knowledge But a little reflection 
will show that there is beyond question a body of very im- 
portant but unorganized knowledge which cannot possibly be 
called scientific in the sense of knowledge of general rules 
the knowledge of the particular circumstances of time and 
place It is with respect to this that practically every individ- 
ual has some advantage over all others in that he possesses 
unique information of which beneficial use might be made, 
but of which use can be made only if the decisions depending 
on it are left to him or are made with his active cooperation 
We need to remember only how much we have to learn in 
any occupation after we have completed our theoretical train- 
ing, how big a part of our working life we spend learning 
particular jobs, and how valuable an asset in all walks of 
life is knowledge of people, of local conditions, and special 
circumstances To know of and put to use a machine not 
fully employed, or somebody's skill which could be better 
utilized, or to be aware of a surplus stock which can be drawn 
upon during an interruption of supplies, is socially quite as 
useful as the knowledge of better alternative techniques 
And the shipper who earns his living from using otherwise 
empty or half-filled journeys of tramp-steamers, or the estate 
agent whose whole knowledge is almost excluswely one of 
temporary opportunities, or the arbitrageur who gains from 
local differences of commodity prices, are all performing 
eminently useful functions based on special knowledge of 
circumstances of the fleeting moment not known to others 
It is a curious fact that this sort of knowledge should today 
be generally regarded with a kind of contempt, and that any- 
one who by such knowledge gains an advantage over some- 
body better equipped with theoretical or technical knowledge 
is thought to have acted almost disreputably To gain an 
advantage from better knowledge of facilities of communi- 
cation or transport is sometimes regarded as almost dishonest, 
although it is quite as important that society make use of the 
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What I** the problem we with to solve when we try to ion 
struct a ntional icon i order? 

On certain familr ssumptions the answer it simple 
enough It we posses* the relevant information it wt <jn 
Mart out from a given system of preference* and o we com 
nund c< mplrle knowledge of a\ triable means the pre bli m 
which remain* is purtlv one of Io„k That is the answer to 
the question of what is the best use of the available means is 
implicit tiu ur assumptions Theco iditions which the solution 
of this optimum prof lim must satisfy have bun fullv workid 
out and can be stated best tn mathematical form put at thur 
hrirftst thev are that the margin it rates of substitution be 
tvvei n anv two commodities or factors must be the *amc in all 
their different uses 

This however is emphatuallv n*f the economic | roMem 
which souclv fans And the cionomic calculus which eve 
have developed to m Ive this logical problem though an 
mjx riant stc p toward the solution of the esc nomit problem 
>f s iet> doc* not \<t provide an answer to it The reason 
fee tit is that ths data from which the economic calculus 
stjrt ire never fc>r the who'e society given to a single 
mind which could woik out the implications and can never 
be so given 

The p* ulur character of the problem of a rational cco 
nt mu irder is determined precisely by the fact that the 
ki owledgi of the circumstances of which we must make use 
never evicts in concentrated or integrated form but solely 
i the dispersed bits ef incomplete and frequently contra- 
d t irv knowledge which all the separate individuals possess 

Repr Hied t > permiss n of tl e author and the American Economic 
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The economic problem of society is thus not merely a prob 
Itm cvf how Vo al’ocate given tesources-if given" is taken 
to mcjn given to a single mind which deliberately solve* the 
problem *et by these dalJ It is rather a problem of how to 
secure the best u*e of resources known to any of the member* 
ef society for ends whose relative importance only these 
individuals know Or to put it briefly it is a problem of the 
utilisation of knowlrd^r not given to anyone in it* totality 
this charade r of the fundamental problem has, I am afraid 
been rather e bscurrd than illuminated by many of the recent 
tcltnctficnu of economic theory particularly by many of the 
uses made of nvallic malic* Though the problem with which 
I want primarily to deal in this paper is the problem of a 
rational economic organisation I shall m its course be led 
again and again lei po.nt to It* close con ections with certain 
methodological question* Many of the po nls I wish to make 
are indeed conclusion* toward which diverse path* of rcase»n 
ing have unexpectedly converted. but a* t now sec these 
problem* this is no accident It seems to me tfut many of 
the euttent disputes with regard to both economic theory and 
economic policy Have their common origin in a miscon 
ception about the nature of the economic problem of society 
This misconception in turn is due to an erroneous transfer 
to social phenomena of the habit* of thought we have devcl- 
tped in dealing with the phenomena of nature 

If 

In ordinary language wt describe by the word planning 
the complex of interrelate J decisions about the allocation of 
our available resources All economic activity is in this sense 
jlanning. and in any society in which many people collab- 
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to be amved at precisely by abstracting from minor differ- 
ences between the things, by lumping together, as resources 
of one kind, items which difter as regards location, quality, 
and other particulars, m a nay which may be very significant 
for the specific decision It follows from this that central 
planning based on statistical information bv its nature cannot 
take direct account of these circumstances of time and place, 
and that the central planner will ha\e to find some wav or 
other in which the decisions depending on them can be left 
to the "man on the spot " 

V 

If we can agree that the economic problem of society is 
mainly one of rapid adaptation to changes in the particular 
circumstances of time and place, it would seem to follow that 
the ultimate decisions must be left to the people who are 
familiar with these circumstances, who know directlv or the 
relevant changes and of the resources immediately available 
to meet them We cannot expect that this problem will oe 
solved by first communicating all this knowledge to a centra! 
board which, after integrating aH knowledge issues its orders 
We must solve it by some form of decentralization But this 
answers only part of our problem We need decentralization 
because only thus can we ensure that the knowledge of the 
particular circumstances of time and place will be promptly 
used But the "man on the spot" cannot decide solely on the 
basis of his limited but intimate know ledge of the facts of his 
immediate surroundings There still remains the problem of 
communicating to him such further information as he needs 
to fit his decisions into the whole pattern of changes of the 
larger economic system 

How much knowledge does he need to do so successfully 7 
Which of the events which happen beyond the horizon of his 
immediate knowledge are of relevance to his immediate 
decision, and how much of them need he know 7 

There is hardly anything that happens anvwhere in the 
world that might not have an effect on the decision he ought 
to make. But he need not know of these events as such, nor 
of nil their effects. It does not matter for him tohv at the partic- 
ular moment more screws of one size than of another are 
wanted, why paper bags are more readily available than can- 
vas bags, or why skilled labor, or particular machine tools, 
have for the moment become more difficult to acquire All 
that is significant for him is how much more or s difficult to 
procure they have become compared with other things w'lth 
which he is also concerned, or how much more or less ur- 


gend\ 'wanted are the alternative things he produces or uses 
It is always a question of the relative importance of the par- 
ticular things with which he is concerned, and the causes 
which alter their relative importance are of no interest to 
him bevond the effect on those concrete things of his own 
environment 

It is m this connection tnat what 1 have called the economic 
calculus proper helps us, at least bv analogy, to see how this 
problem can be solved, and in fact is being solved, by tne 
price system Even the single controlling mind, in possession 
or all the data for some small, selr-contamed economic sys- 
tem would not— every time some small adjustment m the 
allocation of resources had to be made— go explicitly through 
all the relations between ends and mejans which might pos- 
sibly be afrected It is indeed the great contribution ot the 
pure logic of choice that it has demonstrated conclusively 
that even such a single mind could solve this kind of problem 
onlv bv constructing and constantly using rates of equiva- 
lence (or "values," or "marginal rates ot subsntution i e 
bv attaching to each kind of scarce resource a numerical 
index which cannot be derived from anv property possessed 
bv that particular thing, but which reflects, or m which .s 
condensed, its significance in view ot the whole means-end 
structure In anv small change he will nave to consider onlv 
these quantitative indices (or "values") m which all the 
relevant information is concentrated, and bv adjustirg the 
quantities one bv one, he car appropriately rearrange his 
dispositions without having to solve the whole puzzle to ,’ii‘u 
or without needing at any stage to survev it at once m all its 
ramifications 

Fundamentally, in a system where the knowledge of the 
relevant facts is dispersed among many people, prices can 
act to coordinate the separate actions of different people m 
the same way as subjective values help the -ndividual to 
coordinate the parts ot his plan. It is worth contemp'abrg for 
a moment a very simple and commonplace instance of the 
action of the pnce system to see what precisely it accom- 
plishes Assume that somewhere m the world a new oppor- 
tunity for the use of some raw material, sav tin, has arisen or 
that one of the sources of supply of tin has been eliminated 
It does not matter for our purpose— and it is very significant 
that it does not matter— which of these mo causes has made 
tin more scarce All th3t the users of tin need to know is that 
some of the tm thev used to consume is now more profitably 
employed elsewhere, and that in consequence they must 
economize tin There is no need ror the great majority of them 
even to know where the more urgent need has arisen, or in 
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best opportunities in this respect as m using the latest scien 
tific discoveries This prejudice has in a considerable measure 
affected the attitude toward commerce in general compared 
with that toward production Even economists who regard 
themselves as definitely above the crude materialist fallacies 
of the past constantly commit the same mistake where activ 
ities directed toward the acquisition of such practical knowl 
edge are concerned— apparently because in their scheme of 
things all such knowledge is supposed to be given The 
common idea now seems to be that all such knowledge should 
as a matter of course be readily at the command of everybody 
and the reproach of irrationality leveled against the existing 
economic order is frequently based on the fact that it is not 
so available This view disregards the fact that the method 
by which such knowledge can be made as widely available 
as possible is precisely the problem to which we have to find 
an answer 

IV 

If it is fashionable today to minimize the importance of the 
knowledge of the particular circumstances of time and place 
this is closely connected with the smaller importance which 
is now attached to change as such Indeed there are few 
points on which the assumptions made (usually only im 
phcitly) by the planners differ from those of their opponents 
as much as with regard to the significance and frequency of 
changes which will make substantial alterations of production 
plans necessary Of course if detailed economic plans could 
be laid down for fairly long periods in advance and then 
closely adhered to so that no further economic decisions of 
importance would be required the task of drawing up a com 
prehensive plan governing all economic activity would appear 
much less formidable 

It is perhaps worth stressing that economic problems arise 
always and only in consequence of change So long as things 
continue as before or at least as they were expected to there 
arise no new problems requiring a decision no need to form 
a new plan The belief that changes or at least day to day 
adjustments have become less important in modern times 
implies the contention that economic problems also have 
become less important This belief in the decreasing impor 
tance of change is for that reason usually held by the same 
people who argue that the importance of economic con 
siderations has been driven into the background by the grow 
mg importance of technological knowledge 
Is it true that with the elaborate apparatus of modern pro 
duebon economic decisions are required only at long inter 


vals as when a new factory is to be erected or a new process 
to be introduced? Is it true that once a plant has been built 
the rest is all more or less mechanical determined by the 
character of the plant and leaving little to be changed in 
adapting to the ever changing circumstances of the moment? 

The fairly widespread belief m the affirmative is not so 
far as I can ascertain borne out by the practical experience 
of the business man In a competitive industry at any rate~ 
and such an industry alone can serve as a test— the task of 
keeping cost from rising requires constant struggle absorbing 
a great part of the energy of the manager How easy it is for 
an inefficient manager to dissipate the differentials on which 
profitability rests and that it is possible with the same tech 
meal Facilities to produce with a great variety of costs are 
among the commonplaces of business experience which do 
not Seem to be equally familiar in the study of the economist 
The very strength of the desire constantly voiced by pro 
ducers and engineers to be able to proceed untrammeled by 
considerations of money costs is eloquent testimony to the 
extent to which these factors enter into their daily work 

One reason why economists are increasingly apt to forget 
about the constant small changes which make up the whole 
economic picture is probably their growing preoccupation 
with statistical aggregates which show a very much greater 
stability than the movements of the detail The comparative 
stability of the aggregates cannot however be accounted for 
—as the statisticians seem occasionally to be inclined to do- 
by the law of large numbers or the mutual compensation of 
random changes The number of elements with which we 
have to deal is not large enough for such accidental forces to 
produce stability The continuous flow of goods and services 
is maintained by constant deliberate adjustments by new 
dispositions made every day in the light of circumstances not 
known the day before by B stepping in at once when A fails 
to deliver Even the large and highly mechanized plant keeps 
going largely because of an environment upon which it can 
draw for all sorts of unexpected needs tiles for its roof sta 
tionery for its forms and all the thousand and one kinds of 
equipment m which it cannot be self contained and which the 
plans for the operation of the plant require to be readily 
available in the market 

This is perhaps also the point where I should briefly men 
tion the fact that the sort of knowledge with which I have 
been concerned is knowledge of the kind which by its nature 
cannot enter into statistics and therefore cannot be conveyed 
to any central authority in statistical form The statistics 
which such a central authority would have to use would have 
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favor of what other needs they ought to husband the supply 
If only some of them know directly of the new demand and 
switch resources over to it and if the people who are aware 
of the new gap thus created in turn fill it from still other 
sources the effect will rapidly spread throughout the whole 
economic system and influence not only all the uses of tin 
but also those of its substitutes and the substitutes of these 
substitutes the supply of all the things made of tin and their 
substitutes and so on and all this without the great ma]Onty 
of those instrumental in bringing about these substitutions 
knowing anything at all about the original cause of these 
changes The whole acts as one market not because any of its 
members survey the whole field but because their limited 
individual fields of vision sufficiently overlap so that through 
many intermediaries the relevant information is communi 
cated to all The mere fact that there is one price for any 
commodity— or rather that local prices are connected in a 
manner determined by the cost of transport etc -brings 
about the solution which (it is just conceptually possible) 
might have been arrived at by one single mind possessing all 
the information which is in fact dispersed among all the 
people involved m the process 

VI 

We must look at the price system as such a mechanism for 
communicating information if we want to understand its 
real function— a function which of course it fulfills less per 
fectly as prices grow more rigid (Even when quoted prices 
have become quite rigid however the forces which would 
operate through changes in price still operate to a consider 
able extent through changes in the other terms of the con 
tract ) The most significant fact about this system is the 
economy of knowledge with which it operates or how little 
the individual participants need to know in order to be able 
to take the right action In abbreviated form by a kind of 
symbol only the most essential information is passed on 
and passed on only to those concerned It is more than a 
metaphor to describe the price system as a kind of machinery 
for registering change or a system of telecommunications 
which enables individual producers to watch merely the 
movement of a few pointers as an engineer might watch the 
hands of a few dials in order to adjust their activities to 
changes of which they may never know more than is reflected 
in the price movement 

Of course these adjustments are probably never perfect 
m the sense in which the economist conceives of them in his 


equilibrium analysis But I fear that our theoretical habits of 
approaching the problem with the assumption of more or 
less perfect knowledge on the part of almost eveyone has 
made us somewhat blind to the true function of the price 
mechanism and led us to apply rather misleading standards 
in judging its efficiency The marvel is that in a case like 
that of a scarcity of one raw material without an order being 
issued without more than perhaps a handful of people know 
ing the cause tens of thousands of people whose identity 
could not be ascertained by months of investigation are made 
to use the material or Us products more sparingly 1 1 they 
move in the right direction This is enough of a marvel even 
if m a constantly changing world not all will hit it off so 
perfectly that their profit rates will always be maintained at 
the same constant or normal level 

I have deliberately used the word marvel to shock the 
reader out of the complacency with which we often take the 
working of this mechanism for granted I am convinced that 
if it were the result of deliberate human design and if the 
people guided by the price changes understood that their 
decisions have significance far beyond their immediate aim 
this mechanism would have been acclaimed as one of the 
greatest triumphs of the human mind Its misfortune is the 
double one that it is not the product of human design and that 
the people guided by it usually do not know why they are 
made to do what they do But those who clamor for con 
scious direction -and who cannot believe that anything 
which has evolved without design (and even without our 
understanding it) should solve problems which we should 
not be able to solve consciously— should remember this 
The problem is precisely how to extend the span of our 
utilization of resources beyond the span of the control of any 
one mind and therefore how to dispense with the need of 
conscious control and how to provide inducements which will 
make the individuals do the desirable things without anyone 
having to tell them what to do 
The problem which we meet here is by no means peculiar 
to economics but arises in connection with nearly all truly 
social phenomena with language and most of our cultural 
inheritance and constitutes really the central theoretical 
problem of all social science As Alfred Whitehead has said 
m another connection It is a profoundly erroneous truism 
repeated by all copy books and by eminent people when they 
are making speeches that we should cultivate the habit of 
thinking what we are doing The precise opposite is the case 
Civilization advances by extending the number of important 
operations which we can perform without thinking about 
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Introduction 

After allowance has been made for abnormal circum- 
stances, the social institutions, ideas and habits of groups in 
the outside world are to be found reflected in a Prisoner of 
War Camp. It is an unusual but a vital society. Camp organi- 
sation and politics are matters of real concern to the inmates, 
as affecting their present and perhaps their future existences. 
Nor does this indicate any loss of proportion. No one pre- 
tends that camp matters are of any but local importance or of 
more than transient interest, but their importance there is 
great. They bulk large in a world of narrow horizons and it is 
suggested that any distortion of values lies rather in the mini- 
misation than in the exaggeration of their importance. Human 
affairs are essentially practical matters and the measure of 
immediate effect on the lives of those directly concerned in 
them is to a large extent the criterion of their importance 
at that time and place. A prisoner can hold strong views on 
such subjects as whether or not all tinned meats shall be 
issued to individuals cold or be centrally cooked, without 
losing sight of the significance of the Atlantic Charter. 

One aspect of social organisation is to be found in eco- 
nomic activity, and this, along with other manifestations of a 
group existence, is to be found in any P.O.W. camp. True, a 
prisoner is not dependent on his exertions for the provision 
of the necessaries, or even the luxuries of life, but through his 
economic activity, the exchange of goods and services, his 
standard of material comfort is considerably enhanced. And 
this is a serious matter to the prisoner: he is not "playing at 
shops" even though the small scale of the transactions and 
the simple expression of comfort and wants in terms of ciga- 
rettes and jam, razor blades and writing paper, make the 
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urgency of those needs difficult to appreciate, even by an 
ex-prisoner of some three months' standing. 

Nevertheless, it cannot be too strongly emphasised that 
economic activities do not bulk so large in prison society as 
they do in the larger world. There can be little production; 
as has been said the prisoner is independent of his exertions 
for the provision of the necessities and luxuries of life; the 
emphasis lies in exchange and the media of exchange. A 
prison camp is not to be compared with the seething crowd 
of higglers in a street market, any more than it is to be 
compared with the economic inertia of a family dinner table. 

Naturally then, entertainment, academic and literary inter- 
ests, games and discussions of the "other world" bulk larger 
in everyday life than they do in the iife of more normal so- 
cieties. But it would be wrong to underestimate the impor- 
tance of economic activity. Everyone receives a roughly equal 
share of essentials; it is by trade that individual preferences 
are given expression and comfort increased. All at some time, 
and most people regularly, make exchanges of one sort or 
another. 

Although a P.O.W. camp provides a living example of a 
simple economy which might be used as an alternative to 
the Robinson Crusoe economy beloved by the text-books, 
and its simplicity renders the demonstration of certain eco- 
nomic hypotheses both amusing and instructive, it is sug- 
gested that the principal significance is sociological. True, 
there is interest in observing the growth of economic institu- 
tions and customs in a brand new society, small and simple 
enough to prevent detail from obscuring the basic pattern and 
disequilibrium from obscuring the working of the system. But 
the essential interest lies in the universality and the spon- 
taneity of this economic life; it came into existence not by 
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from the valuation of consumers goods But this too is 
not correct Implication is a logical relationship which can be 
meaningfully asserted only of propositions simultaneously 
present to one and the same mind It is evident however that 
the values of the factors of production do not depend solely 
on the valuation of the consumers goods but also on the 
conditions of supply of the various factors of production 
Only to a mind to which all these facts were simultaneously 
known would the answer necessarily follow from the facts 
given to it The practical problem however arises precisely 
because these facts are never so given to a single mind and 
because in consequence it is necessary that m the solution 
of the problem knowledge should be used that is dispersed 
among many people 

The problem is thus in no way solved if we can show that 
all the facts if they were known to a single mind (as we hypo 
thetically assume them to be given to the observing econo 
mist) would uniquely determine the solution instead we 
must show how a solution is produced by the interactions of 
people each of whom possesses only partial knowledge To 
assume all the knowledge to be given to a single mind in the 
same manner in which we assume it to be given to us as the 
explaining economists is to assume the problem away and to 


disregard everything that is important and significant m the 
real world 

That an economist of Professor Schumpeter s standing 
should thus have fallen into a trap which the ambiguity of 
the term datum sets to the unwary can hardly be explained 
as a simple error It suggests rather that there is something 
fundamentally wrong with an approach which habitually 
disregards an essential part of the phenomena with which 
we have to deal the unavoidable imperfection of mans 
knowledge and the consequent need for a process by which 
knowledge is constantly communicated and acquired Any 
approach such as that of much of mathematical economics 
with its simultaneous equations which in effect starts from 
the assumption that people s knowing corresponds with the 
objective /acts of the situation systematically leaves out what 
is our main task to explain I am far from denying that in our 
system equilibrium analysis has a useful function to perform 
But when it comes to the point where it misleads some of our 
leading thinkers into believing that the situation which it 
describes has direct relevance to the solution of practical 
problems it is time that we remember that it does not deal 
with the social process at all and that it is no more than a 
useful preliminary to the study of the main problem 
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Russians, Italians and Jugo-Slavs were free to move about 
within the camp British and Americans were confined to 
their compounds, although a few cigarettes given to a sentry 
would always procure permission for one or two men to 
visit other compounds The people who first visited the highly 
organised French trading centre, with its stalls and known 
prices, found coffee extract— relatively cheap among the tea- 
dnnking English-commanding a fancy price in biscuits or 
cigarettes, and some enterprising people made small fortunes 
that way (Incidentally we found out later that much of the 
coffee went "over the wire" and sold for phenomenal prices 
at black market cafes in Munich some of the French prisoners 
were said to have made substantial sums m RMk s This was 
one of the few occasions on which our normally closed econ- 
omy came into contact with other economic worlds ) 

Eventually public opinion grew hostile to these monopoly 
profits— not everyone could make contact with the French— 
and trading with them was put on a regulated basis Each 
group of beds was given a quota of articles to offer and the 
transaction was carried out by accredited representatives 
from the British compound, with monopoly rights The same 
method was used for trading with sentries elsewhere, as in 
this trade secrecy and reasonable prices had a peculiar impor- 
tance, but as is ever the case with regulated companies, the 
interloper proved too strong 

The permanent camps in Germany saw the highest level of 
commercial organisation In addition to the Exchange and 
Mart notice boards, a shop was organised as a public utility, 
controlled by representatives of the Senior British Officer, on 
a no profit basis People left their surplus clothing, toilet 
requisites and food there until they were sold at a fixed price 
in cigarettes Only sales in cigarettes were accepted— there 
was no barter— and there was no higgling For food at least 
there were standard prices clothing is less homogeneous 
and the price was decided around a norm by the seller and 
the shop manager m agreement, shirts would average say 80, 
ranging from 60 to 120 according to quality and age Of food, 
the shop carried small stocks for convenience, the capital was 
provided by a loan from the bulk store of Red Cross cigarettes 
and repaid by a small commission taken on the first trans- 
actions Thus the cigarette attained its fullest currency status, 
and the market was almost completely unified 

It is thus to be seen that a market came into existence with- 
out labour or production The B R C S may be considered as 
"Nature" of the text-book, and the articles of trade— food, 
clothing and cigarettes— as free gifts— land or manna Despite 
this, and despite a roughly equal distribution of resources, a 


market came into spontaneous operation, and prices Acre 
Fixed by the operation of supply and demand It is difficult to 
reconcile this fact with the labour theory of \alue 

Actually there was an embryo labour market E\en when 
cigarettes were not scarce, there was usually some unluckv 
person willing to perform serwces for them Laundry men 
advertised at two cigarettes a garment Battle-dress was 
scrubbed and pressed and a pair of trousers lent for the in- 
terim period for twelve A good pastel portrait cost thirtv or 
a tin of "Kam" Odd tailoring and other jobs similarh had 
their prices 

There were also entrepreneurial services There was a 
coffee stall owner who sold tea, coffee or cocoa at two cigi- 
rettes a cup, buying his raw materials at market prices and 
hiring labour to gather fuel and to stoke, he actually enjoved 
the services of a chartered accountant at one stage After a 
period of great prosperity he overreached himself and failed 
disastrously for several hundred cigarettes Such large-scale 
private enterprise was rare but several middlemen or profes- 
sional traders existed The padre in Italv, or the men at Moos- 
burg who opened trading relations with the French are 
examples the more subdivided the market, the less perfect 
the advertisement of prices, and the less stable the prices 
the greater was the scope for these operators One man capi- 
talised his knowledge of Urdu by buying meat from the 
Sikhs and selling butter and jam in return as his operations 
became better known more and more people entered this 
trade, prices in the Indian Wmg approximated more nearly to 
those elsewhere, though to the end a "contact" among the 
Indians was valuable, as linguistic difficulties prevented the 
trade from being quite free Some were specialists in the 
Indian trade, the food, clothing or even the watch trade 
Middlemen traded on their own account or on commission 
Price rings and agreements were suspected and the traders 
certainly co-operated Nor did thev welcome newcomers 
Unfortunately the writer knows little of the workings of 
these people public opinion was hostile and the professionals 
were usually of a retiring disposition 

One trader in food and cigarettes, operating in a period of 
dearth, enjoyed a high reputation His capital, carefully sa\ed, 
was originally about 50 cigarettes, with which he bought 
rations on issue days and held them until the price rose just 
before the next issue He also picked up a little by arbitrage, 
several times a day he visited every Exchange or Mart notice 
board and took advantage of everv discrepancy' between 
paces of goods offered and wanted His knowledge of prices, 
markets and names of those who had received cigarette 
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conscious imitation but as a response to the immediate needs 
and circu nstances Any similarity between pnson orgamsa 
tion and outside organisation arises from similar stimuli 
evoking similar responses 

The following is as brief an account of the essential data 
as may render the narrative intelligible The camps of which 
the writer had experience were Oflags and consequently the 
economy was not complicated by payments for work by the 
detaining power They consisted normally of between 1 200 
and 2 500 people housed in a number of separate but inter 
communicating bungalows one company of 200 or so to a 
building Each company formed a group within the mam 
organisation and inside the company the room and the mess 
mg svnd cate a voluntary and spontaneous group who fed 
together formed the constituent units 

Between individuals there was active trading in all con 
sumer goods and in some services Most trading was for food 
against cigarettes or other foodstuffs but cigarettes rose from 
the statu of a normal commodity to that of currency RMk s 
existed but had no circulation save for gambling debts as few 
articles could be purchased with them from the canteen 

Our supplies consisted of rations pro\ ided by the detaining 
power and (principally) the contents of Red Cross food par 
cels tinned milk |am butter biscuits bully chocolate sugar 
etc and igarettes So far the supplies to each person were 
equal and regular Private parcels of clothing, to let requisites 
and cigarettes were also received and here equality ceased 
owing to the different numbers despatched and the vagaries 
of the post All these articles were the subject of trade and 
exchange 

The Development and Organisation of the Market 

Very soon after capture people realised that it was both 
undesttable and unnecessary in view of the limited size and 
the equality of supplies to give away or to accept gifts of 
cigarettes or food Goodwill developed into trading as a 
more equitable means of maximising individual satisfaction 

We reached a transit camp in Italy about a fortnight after 
capture and received 1/4 of a Red Cross food parcel each a 
week later At once exchanges already established multiplied 
m volume Starting with simple direct barter such as a non 
smoker giving a smoker friend his cigarette issue in exchange 
for a chocolate ration, more complex exchanges soon became 
an accepted custom Stones circulated of a padre who started 
off r und the camp with a tin of cheese and five cigarettes and 
returned to h s bed with a complete parcel in addition to his 


original cheese and cigarettes the market was not yet perfect 
Within a week or two as the volume of trade grew rough 
scales of exchange values came into existence Sikhs who had 
at first exchanged tinned beef for practically any other food 
stuff began to insist on jam and margarine It was realised 
that a tin of jam was worth 1/2 lb of margarine plus some 
thing else that a cigarette issue was worth several chocolate 
issues and a tin of diced carrots was worth practically nothing 

In this camp we did not visit other bungalows very much 
and prices varied from place to place hence the germ of truth 
in the story of the itinerant priest By the end of a month 
when we reached our permanent camp thexe was a lively 
trade in all commodities and their relative values were well 
known and expressed not in terms of one another— one didn t 
quote bully in terms of sugar-but m terms of cigarettes 
The cigarette became the standard of value In the permanent 
camp people started by wandering through the bungalows 
calling their offers- cheese for seven (cigacettes)-and the 
hours after parcel issue were Bedlam The inconveniences 
of this system soon led to its replacement by an Exchange and 
Mart notice board in every bungalow where under the head 
ings name room number wanted and offered sales 
and wants were advertised When a deal went through it was 
crossed off the board The public and semipermanent records 
of transactions led to cigarette prices being well known and 
thus tending to equality throughout the camp although there 
were always opportunities for an astute trader to make a 
profit from arbitrage With this development everyone in 
eluding non smokers was willing to sell tor cigarettes using 
them to buy at another time and place Cigarettes became the 
normal currency though of course barter was never ex 
linguished 

The unity of the market and the prevalence of a single price 
varied directly with the general level of organisation and 
comfort in the camp A transit camp was always chaotic and 
uncomfortable people were overcrowded no one knew 
vvhere anyone else was living, and few took the trouble to 
find out Organisation was too slender to include an Exchange 
and Mart board and private advertisements were the most 
that appeared Consequently a transit camp was not one 
market but many The price of a tin of salmon is known to 
have varied by two cigarettes in 20 between one end of a hut 
and the other Despite a high level of organisation in Italy the 
market was morcellated in this manner at the first transit 
camp we reached after our removal to Germany in the autumn 
of 1943 In this camp— Stalag VILA at Moosburg in Bavana— 
there were up to 50 000 prisoners of all nationalities French 
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consequently prices fluctuated weekly, falling towards Sunday 
night and rising sharply on Monday morning Later, when 
many people held reserves, the weekly issue had no such 
effect, being too small a proportion of the total available 
Credit allowed people with no reserves to meet their non- 
monetary demand over the week-end 

The general price level was affected b> other factors An 
influx of new prisoners, proverbially hungry, raised it Heavv 
air raids in the vicinity of the camp probably increased the 
non-monetary demand for cigarettes and accentuated defla- 
tion Good and bad war news certainlv had its effect, and 
the general waves of optimism and pessimism which swept 
the camp were reflected in prices Before breakfast one morn- 
ing in March of this year, a rumour of the arrival of parcels 
and cigarettes was circulated Within ten minutes I sold 
a treacle ration, for four cigarettes (hitherto offered in vam 
for three), and many similar deals went through By 10 o'clock 
the rumour was denied, and treacle that day found no more 
buyers even at two cigarettes 

More interesting than changes in the general price level 
were changes in the price structure Changes in the supply 
of a commodity, m the German ration scale or in the make-up 
of Red Cross parcels, would raise the price of one commodity 
relative to others Tins of oatmeal, once a rare and much 
sought after luxury in the parcels, became a commonplace 
m 1943, and the price fell In hot weather the demand for 
cocoa fell, and that for soap rose A new recipe would be 
reflected in the price level the discovery that raisins and 
sugar could be turned into an alcoholic liquor of remarkable 
potency reacted permanently on the dried fruit market The 
invention of electric immersion heaters run off the power 
points made tea, a drug on the market in Italy, a certain seller 
in Germany 

In August, 1944, the supplies of parcels and cigarettes were 
both halved Since both sides of the equation were changed 
in the same degree, changes in prices were not anticipated 
But this was not the case the non-monetary demand for 
cigarettes w'as less elastic than the demand for food, and food 
prices fell a little More important however were the changes 
in the price structure German margarine and jam, hitherto 
valueless owing to adequate supplies of Canadian butter and 
marmalade, acquired a new value Chocolate, popular and a 
certain seller, and sugar, fell Bread rose, several standing 
contracts of bread for cigarettes were broken, especially when 
the bread ration was reduced a few weeks later 

In February, 1945, the German soldier who drove the ration 
waggon was found to be willing to exchange loaves of bread 


at the rate of one loaf for a bar of chocolate Those in the 
know began selling bread and buving chocolate, by then 
almost unsaleable m a penod of serious deflation Bread, 
at about 40, fell slightly, chocolate rose from 15, the supply 
of bread was not enough for the two commodities to reach 
parity, but the tendency was unmistakable 

The substitution of German margarine for Canadian butter 
when parcels were halved naturally affected their relative 
values, margarine appreciating at the expense of butter Simi- 
larly, two brands of dried milk, hitherto differing in quality 
and therefore in price by five cigarettes a tin, came together 
in price as the wider substitution of the cheaper raised its 
relative value 

Enough has been cited to show that any change in conditions 
affected both the general price level and the price structure 
It was this latter phenomenon which wrecked our planned 
economy 

Paper Currency— Bully Marks 

Around D-Day food and cigarettes were plentiful, business 
was brisk and the camp m an optimistic mood Consequently 
the Entertainments Committee felt the moment opportune to 
launch a restaurant, w'here food and hot drinks were sold 
while a band and variety turns performed Earlier experi- 
ments, both public and private, had pointed the way, and the 
scheme was a great success Food was bought at market prices 
to provide the meals and the small profits were devoted to a 
reserve fund and used to bribe Germans to provide grease- 
paints and other necessities for the camp theatre Originally 
meals were sold for cigarettes but this meant that the whole 
scheme was vulnerable to the periodic deflationary waves, 
and furthermore heavy smokers were unlikely to attend 
much The whole success of the scheme depended on an 
adequate amount of food being offered for sale in the normal 
manner 

To increase and facilitate trade, and to stimulate supplies 
and customers therefore, and secondarily to avoid the worst 
effects of deflation when it should come, a paper currency 
w’as organised by the Restaurant and the Shop The Shop 
bought food on behalf of the Restaurant with paper notes and 
the paper was accepted equally with the cigarettes in the 
Restaurant or 5hop, and passed back to the Shop to purchase 
more food The Shop acted as a bank of issue The paper 
monev was backed 100 per cent bv food, hence its name, 
the Bully Mark The BMk was backed 100 per cent by food 
there could be no over-issues, as is permissible with a normal 
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parcels was phenomenal By these means he kept himself 
smoking stcaddy-his profits- while his capital remained 
intact 

Sugar was issued on Saturday About Tuesday two of us 
used to visit Sam and make a deal as old customers he would 
advance as much of the price as he could spare then and 
entered the transaction in a book On Saturday morning he 
left cocoa tins on our beds for the ration and picked them up 
on Saturday afternoon We were hoping for a calendar at 
Christmas but Sam failed too He was left holding a big 
black treacle issue when the price fell and in this weakened 
state was unable to withstand an unexpected arrival of parcels 
and the consequent price fluctuations He paid in full but 
from his capital The next Tuesday when I paid my usual 
visit he was out of business 

Credit entered into many perhaps into most transactions 
in one form or another Sam paid in advance as a rule for his 
purchases of future deliveries of sugar but many buyers 
asked for credit whether the commodity was sold spot or 
future Naturally prices varied according to the terms of sale 
A treacle ration might be advertised for four cigarettes now 
or five next week And in the future market bread now was 
a vastly different thing from bread Thursday Bread was 
issued on Thursday and Monday four and three days rations 
rcspcct!vel> and by Wednesday and Sunday night it had 
risen at least one cigarette per ration from seven to eight 
by supper time One man always saved a ration to sell then at 
the peak price his offer of bread now stood out on the 
board among a number of bread Monday s fetching one 
or two less or not selling at all— and he always smoked on 
Sunday night 

The Cigarette Currency 

Although cigarettes as currency exhibited certain peculiar 
it es they performed all the functions of a metallic currency 
as a unit of account as a measure of value and as a store of 
value and shared most of its characteristics They were ho 
mogeneous reasonably durable and of convenient sire for 
the smallest or in packets for the largest transactions Inci 
dentally they could be clipped or sweated by rolling them 
between the fingers so that tobacco fell out 

Cigarettes were also subject to the working of Gresham s 
Law Certain brands were more popular than others as smokes 
but for currency purposes a cigarette was a cigarette Conse 
quently buyers used the poorer qualities and the Shop rarely 
saw the more popular brands cigarettes such as Churchman s 


No i were rarely used for trading At one time cigarettes 
hand rolled from pipe tobacco began to circulate Pipe to 
bacco was issued in lieu of cigarettes by the Red Cross at a 
rate of 25 cigarettes to the ounce and this rate was standard 
in exchanges but an ounce would produce 30 home made 
cigarettes Naturally people with machine made cigarettes 
broke them down and re rolled the tobacco and the real 
cigarette virtually disappeared from the market Hand rolled 
cigarettes were not homogeneous and prices could no longer 
be quoted in them with safety each cigarette was examined 
before it was accepted and thin ones were rejected or extra 
demanded as a make weight For a time we suffered all the 
inconveniences of a debased currency 

Machine made cigarettes were always universally accept 
able both for what they would buy and for themselves It was 
this intrinsic value which gave rise to their principal disad 
vantage as currency a disadvantage which exists but to a far 
smaller extent in the case of metallic currency -that is a 
strong demand for non monetary purposes Consequently 
our economy was repeatedly subject to deflation and to pe 
nods of monetary stringency While the Red Cross issue of 
50 or 25 cigarettes per man per week came in regularly and 
while there were fair stocks held the cigarette currency suited 
its purpose admirably But when the issue was interrupted 
stocks soon ran out prices fell trading declined in volume 
and became increasingly a matter of barter This deflationary 
tendency was periodically offset by the sudden injection of 
new currency Private cigarette parcels arrived in a trickle 
throughout the year but the big numbers came in quarterly 
when the Red Cross received its allocation of transport Sev 
eral hundred thousand cigarettes might arrive in the space of 
a fortnight Prices soared and then began to fall slowly at 
first but with increasing rapidity as stocks ran out until the 
next big delivery Most of our economic troubles could be 
attributed to this fundamental instability 

Pnce Movements 

Many factors affected prices the strongest and most notice 
able being the periodical currency inflation and deflation 
described in the last paragraphs The periodicity of this price 
cycle depended on cigarette and to a far lesser extent on 
food deliveries At one time in the early days before any 
private parcels had arrived and when there were no individual 
stocks the weekly issue of cigarettes and food parcels oc 
curred on a Monday The non monetary demand for ciga 
rettes was great and less elastic than the demand for food 
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with alarming rapidity, no scales existed, and supply and 
demand, alone and unmellowed, determined prices. 

Public Opinion 

Public opinion on the subject of trading was vocal if con- 
fused and changeable, and generalisations as to its direction 
are difficult and dangerous. A tiny minority held that all 
trading was undesirable as it engendered an unsavoury atmos- 
phere; occasional frauds and sharp practices were cited as 
proof. Certain forms of trading were more generally con- 
demned; trade with the Germans was criticised by many. 
Red Cross toilet articles, which were in short supply and only 
issued in cases of actual need, were excluded from trade by 
law and opinion working in unshakable harmony. At one 
time, when there had been several cases of malnutrition re- 
ported among the more devoted smokers, no trade in German 
rations was permitted, as the victims became an additional 
burden on the depleted food reserves of the Hospital. But 
while certain activities were condemned as antisocial, trade 
itself was practised, and its utility appreciated, by almost 
everyone in the camp. 

More interesting was opinion on middlemen and prices. 
Taken as a whole, opinion was hostile to the middleman. 
His function, and his hard work in bringing buyer and seller 
together, were ignored; profits were not regarded as a reward 
for labour, but as the result of sharp practices. Despite the 
fact that his very existence was proof to the contrary, the 
middleman was held to be redundant in view of the existence 
of an official Shop and the Exchange and Mart. Appreciation 
only came his way when he was willing to advance the price 
of a sugar ration, or to buy goods spot and carry them against 
a future sale. In these cases the element of risk was obvious 
to all, and the convenience of the service was felt to merit 
some reward. Particularly unpopular was the middleman with 
an element of monopoly, the man who contacted the ration 
wagon driver, or the man who utilised his knowledge of 
Urdu. And middlemen as a group were blamed for reducing 
prices. Opinion notwithstanding, most people dealt with a 
middleman, whether consciously or unconsciously, at some 
time or another. 

There was a strong feeling that everything had its "just 
price" in cigarettes. While the assessment of the just price, 
which incidentally varied between camps, was impossible of 
explanation, this price was nevertheless pretty closely known. 
It can best be defined as the price usually fetched by an article 
in good times when cigarettes were plentiful. The "just price' 


changed slowly; it was unaffected by short-term variations in 
supply, and while opinion might be resigned to departures 
from the "just price", a strong feeling of resentment persisted. 
A more satisfactory definition of the "just price" is impos- 
sible. Everyone knew what it was, though no one could ex- 
plain why it should be so. 

As soon as prices began to fall with a cigarette shortage, a 
clamour arose, particularly against those who held reserves 
and who bought at reduced prices. Sellers at cut prices were 
criticised and their activities referred to as the black market. 
In every period of dearth the explosive question of "should 
non-smokers receive a cigarette ration?" was discussed to 
profitless length. Unfortunately, it was the non-smoker, or 
the light smoker with his reserves, along with the hated mid- 
dleman, who weathered the storm most easily. 

The popularity of the price-fixing scheme, and such success 
as it enjoyed, were undoubtedly the result of this body of 
opinion. On several occasions the fall of prices was delayed 
by the general support given to the recommended scale. The 
onset of deflation was marked by a period of sluggish trade, 
prices stayed up but no one bought. Then prices fell on the 
black market, and the volume of trade revived in that quarter. 
Even when the recommended scale was revised, the volume 
of trade in the Shop would remain low. Opinion was always 
overruled by the hard facts of the market. 

Curious arguments were advanced to justify price fixing. 
The recommended prices were in some way related to the 
calorific values of the food offered: hence some were over- 
valued and never sold at these prices. One argument ran as 
follows:— not everyone has private cigarette parcels: thus, 
when prices were high and trade good in the summer of 1944, 
only the lucky rich could buy. This was unfair to the man 
with few cigarettes. When prices fell in the following winter, 
prices should be pegged high so that the rich, who had en- 
joyed life in the summer, should put many cigarettes into 
circulation. The fact that those who sold to the rich in the 
summer had also enjoyed life then, and the fact that in the 
winter there was always someone willing to sell at low prices 
were ignored. Such arguments were hotly debated each night 
after the approach of Allied aircraft extinguished all lights at 
8 p.m. But prices moved with the supply of cigarettes, and re- 
fused to stay fixed in accordance with a theory of ethics. 

Conclusion 

The economic organisation described was both elaborate 
and smooth-working in the summer of 1944. Then came the 
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bank of issue since the eventual dispersal of the camp and 
consequent redemption of all BMk s was anticipated in the 
near future 

Originally one BMk was worth one cigarette and for a 
short time both circulated freely inside and outside the Res 
taurant Prices were quoted in BMks and cigarettes with 
equal freedom— and for a short time the BMk showed signs 
of replacing the cigarette as currency The BMk was tied to 
food but not to cigarettes as it was issued against food say 
45 for a tin of milk and so on any reduction in the BMk 
pnccs of food would have meant that there were unbacked 
BMk s in circulation But the price of both food and BMk s 
could and did fluctuate with the supply of cigarettes 

Vwhile the Restaurant flourished the scheme was a success 
th<* Restaurant bought heavily all foods were saleable and 
prices were stable 

In August parcels and cigarettes were halved and the Camp 
was bombed The Restaurant closed for a short while and 
sales of food became difficult Even when the Restaurant 
reopened the food and cigarette shortage became increas 
ingiy acute and people were unwill ng to convert such valu 
able goods into paper and to hold them for luxuries like 
snacks and tea Less of the right kinds of food for the Res 
taurant were sold and the Shop became glutted with dried 
fruit chocolate sugar etc which the Restaurant could not 
buy The price level and the price structure changed The 
BMk fell to four fifths of a c garette and eventually farther 
still and it became unacceptable save in the Restaurant 
There was a flight from the BMk no longer convertible into 
cigarettes or popular foods The cigarette re established itself 

But the BMk was sound 1 The Restaurant closed in the 
New Year with a progressive food shortage and the long 
evenings without lights due to intensified Allied air raids and 
BMk s could only be spent in the Coffee Bar— relict of the 
Restaurant— or on the few unpopular foods in the Shop the 
owners of which were prepared to accept them In the end 
all holders of BMk s were pa d in full in cups of coffee or 
in prunes People who had bought BMks for cigarettes or 
valuable |am or biscuits in their heyday were aggrieved that 
they should have stood the loss involved by their restricted 
choice but they suffered no actual loss of market value 

Puce Fixing 

Along with this scheme came a determined attempt at a 
planned economy at pnee fixing The Medical Officer had 
long been anxious to control food sales for fear of some 


people selling too much to the detriment of their health The 
deflationary waves and their effects on prices were incon 
vement to all and would be dangerous to the Restaurant 
which had to carry stocks Furthermore unless the BMk was 
convertible into cigarettes at about par it had little chance 
of gaining confidence and of succeeding as a currency As 
has been explained the BMk was tied to food but could not 
be tied to cigarettes which fluctuated in value Hence while 
BMk prices of food were fixed for all time cigarette prices 
of food and BMk s varied 

The Shop backed by the Senior British Officer was now 
in a position to enforce price control both inside and outside 
its walls Hitherto a standard price had been fixed for food 
left for sale in the shop and prices outside were roughly in 
conformity with this scale which was recommended as a 
guide to sellers but fluctuated a good deal around it Sales 
n the Shop at recommended prices were apt to be slow though 
a good price might be obtained sales outside could be made 
more quickly at lower prices (If sales outside were to be at 
higher prices goods were withdrawn from the Shop until the 
recommended price rose but the recommended puce was 
sluggish and could not follow the market closely by reason 
of its very purpose which was stability ) The Exchange and 
Mart notice boards came under the control of the Shop 
advertisements which exceeded a 5 per cent departure from 
the recommended scale were liable to be crossed out by 
authority unauthorised sales were discouraged by authority 
and also by public opinion strongly in favour of a just and 
stable price (Recommended prices were fixed partly from 
market data partly on the advice of the MO) 

At first the recommended scale was a success the Restau 
rant a big buyer kept prices stable around this level opinion 
and the 5 per cent tolerance helped But when the price level 
fell with the August cuts and the price structure changed the 
recommended scale was too rigid Unchanged at first as no 
deflation was expected the scale was tardily lowered but the 
prices of goods on the new scale remained in the same reJa 
tion to one another owing to the BMk while on the mar 
ket the price structure had changed And the modifying 
influence of the Restaurant had gone The scale was moved 
up and down several times slowly following the inflationary 
and deflationary waves but it was rarely adjusted to changes 
m the price structure More and more advertisements were 
crossed off the board and black market sales at unauthorised 
prices increased eventually public opinion turned against 
the recommended scale and authority gave up the struggle 
In the last few weeks with unparalleled deflation prices fell 
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In a city not far away there was a large football stadium. 
It was used from time to time for various events, but the prin- 
cipal use was for football games played Saturday afternoons 
by the local college team. The games were tremendously pop- 
ular and people drove hundreds of miles to watch them 
Parking was done in the usual way. People who arrived early 
were able to park free on the streets, and latecomers had to 
pay to park in regular and improvised lots. 

There were, at distances ranging from 5 to 12 blocks from 
the stadium, approximately 25 commercial parking lots all of 
which received some business from Saturday afternoon foot- 
ball games. The lots closer to the stadium naturally received 
more football business than those further away, and some of 
the very close lots actually raised their price on Saturday 
afternoons. But they did not raise the price much, and most 
did not change prices at all. The reason was not hard to find. 

For something else happened on football afternoons. A lot 
of people who during the week were students, lawyers, school 
teachers, plumbers, factory workers, and even stock brokers 
went into the parking lot business. It was not a difficult thing 
to do. Typically a young boy would put up a crude, home- 
made sign saying "Parking $3." He would direct a couple of 
cars into his parents' driveway, tell the driver to take the 
key, and collect the three dollars. If the driveway was larger 
or there was yard space to park in, an older brother, an uncle, 
or the head of the household would direct the operation, 
sometimes asking drivers to leave their keys so that shifts 
could be made if necessary. 

Some part-time parking lot operators who lived very close 
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to the stadium charged as much as $5.00 to park in their drive- 
ways. But as the residences-turned-parking-lots were located 
further from the stadium (and incidentally closer to the com- 
mercial parking lots), the price charged at game time declined. 
In fact houses at some distance from the stadium charged 
less than the adjacent commercial lots. The whole system 
seemed to work fairly smoothly, and though traffic just after 
a big game was terrible, there were no significant delays 
parking cars or retrieving parked cars. 

o 

But one day the owner of a chain of parking lots called 
a meeting of all the commercial parking lot owners in the 
general vicinity of the stadium. They formed an organization 
known as the Association of Professional Parking Lot Em- 
ployers, or APPLE. And they were very' concerned about the 
Saturday parking business. One man who owned four park- 
ing lots pointed out that honest parking lot owners had heavy 
capital investments in their businesses, that they paid taxes, 
and that they employed individuals who supported families. 
There was no reason, he alleged, why these lots should not 
handle all the cars coming into the 'area for special events 
like football games. "It is unethical," he said, "to engage 
in cutthroat competition with irresponsible fender benders. 
After all, parking cars is a profession, not a business." This 
last remark drew loud applause. 

Thus emboldened he continued, stating that commercial 
parking lot owners recognize their responsibility to serve the 
public's needs. Ethical car parkers, he said, understand their 
obligations not to dent fenders, to employ only trustworthy 
car parkers, to pay decent wages, and generally to care for 
their customers' automobiles as they would the corpus of a 
trust. His statement was hailed by others attending the meet- 
ing as being very statesmanlike. 
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August cuts and deflation Prices fei! rallied with deliveries 
of cigarette parcels in September and December and fell 
again In January 194S supplies of Red Cross cigarettes ran 
out and prices slumped still further in February the supplies 
of food parcels were exhausted and the depression became a 
blizzard Food itself scarce was almost given away in order 
to meet the non monetary demand for cigarettes Laundries 
ceased to operate or worked for £s or RMk s food and ciga 
reties sold for fancy prices in £s hitherto unheard of The 
Restaurant was a memory and the BMk a joke The Shop 
nas empty and the Exchange and Mart not ces were full of 
unaccepted offers for cigarettes Barter increased in volume 
becoming a larger proportion of a smaller volume of trade 
This the frst serious and prolonged food shortage in the 
nnters experience caused the price structure to change 
again partly because German rations were not easily divis 
ible A margarine ration gradually sank in value until it ex 


changed directly for a treacle ration Sugar slumped sadly 
Only bread retained its value Several thousand cigarettes 
the capital of the Shop were distributed without any notice 
able effect A few fractional parcel and cigarette issues such 
as one sixth of a parcel and twelve cigarettes each led to 
momentary price recoveries and feverish trade especially 
when they coincided with good news from the Western Front 
but the general position remained unaltered 
By April 1945 chaos had replaced order in the economic 
sphere sales were difficult pnees lacked stability Economics 
has been defined as the science of distributing limited moans 
among unlimited and competing ends On 12th April With 
the amval of elements of the 30th U S Infantry Division 
the ushering m of an age of plenty demonstrated the hypoth 
esis that with infinite means economic organisation and activ 
ity would be redundant as every want could be satisfied 
without effort 
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Political pressures on the city council began to mount 
to "do something" about the inordinate delays in parking and 
retrieving cars on football afternoons The city council sent a 
stern note of warning to APPLE, and APPLE appointed a 
special study group recruited from the local university's 
computer science department to look into the matter This 
group reported that the managerial and administrative ma- 
chinery in the parking lot business was archaic What was 
needed, the study group said, was less goose quills and stand- 
up desks and more computers and conveyor belts It was also 
suggested that all members of APPLE be hooked into one 
computer so that cars could really be shifted to the most 
accessible spaces 

Spokesmen for the industry took up the cry of administra- 
tive modernization Subtle warnings appeared in the local 
papers suggesting that if the industry did not get its own 
house in order, heavy-handed regulation could be anticipated 
The city council asked for reports on failures to deliver cars 
and decreed that this would include any failure to put a driver 
in his car within five minutes of demand without a new dent 

Some of the professional operators actually installed com- 
puter equipment to handle their ticketing and parking logis- 
tics problems And some added second stories to their park- 
ing lots Others bought up additional space, thereby raising 
the value of vacant lots in the area But many simply added 
a few additional car parkers and hoped that the problem 
would go away without a substantial investment of capital 

The commercial operators also began arguing that they 
needed higher parking fees because of their higher operating 
costs Everyone agreed that costs for opeiating a parking 
lot were certainly higher than before the licensing ordinance 
So the city council granted a request for an across-the-board 
ten per cent hike in fees The local newspaper editorially 
hoped that this would ease the problem without still higher 
fees being necessary In a way, it did A lot of people stopped 
driving They began using city buses, or they chartered pri- 
vate buses for the game Some stayed home and watched the 
game on TV A new study group on fees was appointed 

Just about then several other blows fell on the parking 
lot business Bus transportation to the area near the stadium 
was improved with a federal subsidy to the municipal bus 
company And several new suburban shopping centers caused 
a loss of automobile traffic m the older areas of town But 
most dramatic of all, the local university, under severe pres- 
sure from its students and faculty, dropped intercollegiate 
football altogether and converted the stadium into a park for 
underprivileged children 


The impact of these events on the commercial parking lots 
was swift Income declined drastically The companies that 
had borrowed money to finance the expansion everyone 
wanted earlier were hardest hit Two declared bankruptcy, 
and many had to be absorbed by financially stronger com- 
panies Layoffs among car parkers were enormous, and 
APPLE actually petitioned the city council to guarantee the 
premiums on their liability insurance policies so that people 
would not be afraid to park commercially This idea was 
suggested to APPLE by recent Congressional legislation 
creating an insurance program for stock brokers 

a 

A spokesman for APPLE made the following public state- 
ment "New organizations or arrangements may be necessary 
to straighten out this problem There has been a failure in 
both the structure of the industry and the regulatory scheme 
New and better regulation is clearly demanded A sound 
parking lot business is necessary for a healthy urban econ- 
omy " The statement was hailed by the industry as being 
very statesmanlike, though everyone speculated about what 
he really meant 

Others m the industry demanded that the city bus service 
be curtailed during the emergency The city council granted 
every rate increase the lots requested There were no requests 
lot rate decreases, but the weaker lots began offering prizes 
and other subtle or covert rebates to private bus companies 
who would park with them In fact, this problem became so 
serious and uncontrollable that one owner of a large chain 
proclaimed that old-fashioned price competition for this 
business would be desirable This again was hailed as states- 
manlike, but everyone assumed that he really meant some- 
thing else No one proposed repeal of the licensing ordinance 
One other thing happened Under pressure from APPLE, 
the city council decreed that henceforth no parking would 
be allowed on any streets in the downtown area of town 
The local merchants were extremely unhappy with this, 
however, and the council rescinded the ordinance at the next 
meeting, citing a computer error as the basis for the earlier 
restriction 

The ultimate resolution of the "new" parking problem is 
not in sight The parking lot industry in this town not very 
far from here is now said to be a depressed business, even 
a sick one Everyone looks to the city council for a solution, 
but things will probably limp along as they are for quite a 
while, picking up with an occasional professional football 
game and dropping low with bad weather 

moral If you risk your lot under an apple tree, you may 
get hit m the head 
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Others at the meeting related various tales of horror about 
nonprofcssional car pirkcrs One homeowner it was said 
actually allowed his fifteen year-old son to move other peo 
pies cars around Another said that he had seen an $8000 
Cadillac parked on a dirt lawn where it would have become 
mired in mud had it rained that day Still another pointed out 
that a great deal of the problem came on the side of the sta 
dium with the lower priced houses where there were more 
driveways per block than on the wealthier side of the stadium 
He pointed out that these poor people would rarely be able 
to afford to pay for damage to other people s automobiles or 
to pay insurance premiums to cover such losses He felt that 
a professional group such as APPLE had a duty to protect 
the public from their folly in us ng those parking spaces 
Finally another speaker reminded the audience that these 
marginal fly by night parking lot operators generally 
parked a string of cars in their driveways so that a driver 
had to wait until all cars beh nd his had been removed before 
he could get his out This he po nted out was quite unlike 
the situation in commercial lots where during a normal 
business day people had to be assured of ready access to 
their automobiles at any time The commercial parking lots 
cither had to hire more attendants to shift cars around or 
they had to park them so that any car was always accessible 
even though this meant that fewer cars could park than the 
total space would actually hold Clearly he said driveway 
parking const tutes unfair compet tion 

Emotions ran high at this meet ng and every member of 
API LE pledged $1 per parking space for something mysten 
ously called a slush fund It was never made clear exactly 
whose slush would be bought with these funds but several 
months later a resolution was adopted by the city council 
requiring licensing for anyone in the parking lot business 


The preamble to the new ordinance read like the speeches 
it the earlier meeting It said that this measure was designed 
to protect the public against unscrupulous unprofessional 
and under capitalized parking lot operators It required 
er il thu anyone parking cars for a fee must have a mini 
mum capital devoted to the parking lot business of $25 000 
I ab litv insurance in an amount not less than 5500 000 bond 
ii g tor each car parker and a special driving test for these 
packers (which incidentally would be designed and admin 
istered bv APPLE) The ordinance also required again in the 
pul tics merest that every lot charge a single posted price 
for parking and that any change in the posted price be ap 
proved n ldvance by the city council Incidentally most 


members were able to raise their fees by about 20 per cent 
before the first posting 

Then a funny thing happened to drivers on their way to 
the stadium for the next big game They discovered city 
police in unusually large numbers informing them that it was 
illegal to pay a non licensed parking lot operator for the 
right to park a car These policemen also reminded parents 
that if their children were found in violation of this ordinance 
it could result in a misdemeanor charge being brought against 
the parents and possible juvenile court proceedings for the 
children There were no driveway parking lots that day 

Back at the commercial parking lots another funny thing 
occurred Proceeding from the entrance of each of these park 
ing lots within twelve blocks of the stadium were long lines 
of cars waiting to park The line got larger as the lot was 
closer to the stadium Many drivers had to wait so long or 
walk so far that they missed the entire first quarter of the 
big game 

At the end of the game it was even worse The confusion 
was massive The lot attendants could not cope with the 
jam up and some cars were actually not retrieved until the 
next day It was even rumored about town that some auto 
mobiles had been lost forever and that considerable liabilities 
might result for some operators Industry spokesmen denied 
this however 

Naturally there was a lot of grumbling, but there was no 
agreement on what had caused the difficulty At first everyone 
said there were merely some bugs in the new system that 
would have to be ironed out But the only bug ironed out 
was a Volkswagen which was flattened by a careless lot 
attendant in a Cadillac Eldorado 

The situation did not improve at subsequent games The 
members of APPLE did not hire additional employees to 
park cars and operators near the stadium were not careful 
to follow their previous practice of parking cars in such a way 
as to have them immediately accessible Employees seemed 
to become more surly and the number of dented fender 
claims mounted rapidly 

Little by little too cars began appearing in residential 
driveways again For instance one enterprising youth regu 
larly went into the car wash business on football afternoons 
promising that his wash job would take at least two hours 
He charged five dollars and got it— even on rainy days— in 
fact especially on rainy days Another homeowner offered 
to take cars on consignment for three hours to sell them at 
prices fixed by the owner He charged $4 00 for this service 
but his subterfuge was quickly squelched by the authorities 
The parking situation remained critical 
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after completion of the building Right now, the commercial 
banks are holding well over $1 billion in construction loans 
that are not backed by conventional mortgage commitments 
Some developers think the banks will be "nice," and not 
call the construction loans when they are due, but others, 
like Donald Harvey Sr , chairman of the finance committee 
for Uris Buildings, are not so complacent about the deadline 
"These great financial institutions like you to live up to the 
contract," he says 

Both the plethora of buildings and the short-term nature 
of their financing came about through a breakdown over 
the years of the traditional financial controls that had gov- 
erned the production of new office space It used to be that 
the developer got the bank's interim financing only if he 
already had m hand a commitment from the long-term lender 
for permanent financing to "take out" the construction loan 
when the building was finished To get full permanent financ- 
ing the builder first had to have tenants m hand, on firm 
long-term leases, for 75 to 80 percent of the space If he could 
not line up that many leases to begin with, he could start 
with a partial construction loan on the strength of a partial 
mortgage, a "floor loan," for which the insurance company 
wanted 40 to 50 percent of the space pretty well committed 
The developer finished getting tenants while he was building, 
and then he got the full mortgage So, in the old days, both 
the interim and the permanent financing were tied from the 
start to the market— the tenants 

This "production control," however, was relaxed over 
the years as builders began to get mortgages with a mini- 
mum of leases, floor loans without tenants, and construction 
loans without tenants or mortgages As Chase Manhattan's 
executive vice president, Raymond O'Keefe, puts it, "We 
feel we have built up the expertise to evaluate a developer 
and his building, know whether it is going to go, and find 
the financing to take us out " 

But national banks are legally required to have a takeout 
against the construction loan, so there has been a proliferation 
of ersatz takeouts called "standbv" commitments, many of 
which have been issued by the commercial banks themselves 
The terms of the standby (high interest rates and rapid repay- 
ment) are so onerous for the builder— "ruinous," says one— 
that obviously he never plans to fall back on it He agrees to 
its terms only in the expectation that his property will rent 
out so well that he can, before the necessary moment, get a 
conventional permanent mortgage on favorable terms 

Now the necessary moment is arriving at an unpropitious 
time, and the short-term deadline, the maturity of the con- 


struction loan, is putting an additional pressure on the devel- 
oper and on his rental rates For m order to get the mortgage, 
the developer must first get tenant leases 

"You Have to Dance to the Music" 

As a result of these converging forces— surplus space and a 
financial squeeze— rental rates have already fallen and appear 
to be heading a good bit lower Uptown, on Sixth Avenue, 
one developer who managed to find a tenant recently for a 
large chunk of space in his nearly finished building admits 
that he had to cut 30 percent from last year's asking price 
"And we weren't greedy then We wanted to rent and are 
taking what we can get " A few months ago, in order to rent 
399,600 square feet of space at 1 Astor Plaza coming in early 
this year with 1,300,000 square feet of office space, the Mins- 
koffs (old-time Manhattan builders) not only took somewhat 
lower rates from W T Grant than they had hoped for (and 
named the building for the tenant), but agreed as well to 
take over Grant's old lease for 400,000 square feet of space, 
much of which they will have to modernize And another 
developer says flatly, "You have to dance to the music If 
my building were nearing completion, 1 would have to accept 
the facts of life and take the price being offered " 

So far, most developers have not retreated dramatically, 
though some of course have had to lower their sights con- 
siderably from the really spectacular rents commanded in 
mid-I°69 at the height of the bull market in space On the 
average, if they were charging large users of prime space 
$10 per square foot last fall, developers are now cutting the 
price by one dollar, or even two, depending upon the loca- 
tion and character of the building Smaller space users, who 
have always paid more, are getting a bigger break Developers 
are asking more for structures that are coming m next vear, 
reflecting the higher level of costs going into them for land, 
construction, and money But practically all of the developers 
are making "concessions"—! e , throwing in additional parti- 
tions, lighting fixtures, and other extras 

Some insist that they are holding the price line Robert 
V Tishman, president of Tishman Realty & Construction, 
which will bring in two big uptown office buildings next year, 
is one of them "Our jobs," he says, "are still listing at $12 a 
square foot and we expect to get $12 a square foot " The 
Kaufmans, another of New York's old building families, insist 
they haven't moved rentals "a quarter of a cent" To which 
one real-estate man rejoins cynically, "Wouldn't you rather 
list space that you can't rent anyway at $12 than at $6 7 " 
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square feet between I°69 and 1972— comes to a few million 
square feet more than was calculated sixteen months ago 
and delays in actual construction have pushed some comple 
tion dates from 1°70 toward 1972 Meanwhile demand has 
been running a few million square feet lower than previously 
estimated because of the recession slowdown in job growth 

But even the current calculation mav well be far too opti 
rustic Prospects for normal demand are fading before the 
great new uncertainty ibout the business future of New York 
Fourteen major corporations have departed the nation s head 
quarters town in the list couple of years and at least forty 
other companies are tilking about following them Great 
segments of such big space users as the banks and insurance 
companies are lining up to go as well is whole divisions of 
corporations already headquartered elsewhere 

The Hardened Lenders 

VS hat is also unprecedented and alarming about the Situ 
atton is the short term way in which the buildings are fi 
nanced The 1971 72 buildings being brought in by the 
speculative developers cost something like $1 75 billion in 
all By Fortunes count at least two thirds of the incoming 
space this year and next is not covered by conventional per 
manent mortgages Long term lenders have virtually deserted 
the Manhattan market New York Life for instance called 
a halt on mortgages for new and proposed New York office 
buddings over a year ago and Vice President William Lutz 
says If anything I m more hardened in that position Most 
other insurance comp inies pension funds and sivings banks 
take a similar stand except for very special cases 

The developers of course build with construction loans 
from the banks which generally come due within six months 



5ixteen months ago Manhattans speculative developers 
were in the throes of an unprecedented office building boom 
and avid customers were bidding rents through the roofs of 
unfinished skyscrapers At that time Fortune after some 
detailed analysis concluded that the boom had got out of 
hand and that the supply of incoming space ivas running far 
ahead of prospectiv e demand (See Manhattan s Office Build 
mg Binge October 1969 ) This melancholy prediction has 
become a reality and the full implications of the gigantic 
spree are now beg nmng to emerge 

All of 27 493 000 square feet of spanking new office space 
will be open for occupancy in Manhattan this year It should 
be noted that this is not only a record volume but in itself 
represents a 16 percent addition in a single year to Man 
hattans total supplv The new buildings are arriving hard 
behind 2-1 million square feet built in the two previous vears 
and 12 135 000 square feet are scheduled for completion by 
the end of 19~2 About a third of this y ear s space some of 
last vears and two thirds or more of the nexts is still in 
seirch of tenants And in the midst of all this plenty new 
leismg activity has dropped sharply 
Bv Fortunes current projections the surplus of Manhat 
tan office spice it the end of 1971 will amount to at least 
7 500 000 square feet and more probably 16 500 000 square 
feet— the equivalent of a dozen or so new skyscrapers— and 
the surplus is likely to grow a little next year Provided there 
is a virtual cutoff of new building after 1°72 demand may 
citch up with supply by 1974 or 1975 in the normal course of 
white collar employment growth m New York The latest 
build ng bv building count of new office space— c>3 S25 000 

Repr ied from the February 1971 is>ue of F riant magazine by 
pec pc mission 1971 Time Inc 
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Just as the new buildings are hunting for customers the 
developers are also having to compete with a mount ng vol 
ume of sublease space Companies that leased new space 
and took something extra for future expans on are in some 
cases cutting back on it now and offering the space at bargain 
rates National Student Marketing, for instance took six 
months to unload some 30 000 square feet at a new Park 
Avenue address and wound up losing $800 000 on the deal 
Companies moving to new quarters moreover have been 
and will be leaving behind older space that will be a problem 
for everybody The company itself will be trying to sublet the 
old space if its lease has time to run The owner of the new 
building, if he has offered to take over the company s old 
lease will be looking for a tenant for the space And if the 
lease has expired the owner of the old building will be search 
mg for a new customer These older buildings will be fight 
mg for their lives says New York Life s William Lutz who 
foresees a fierce battle of rates developing Pressure is mount 
ing now as buildings still in progress approach completion 
and says one knowledgeable real estate veteran The mo 
ment of truth for these developers will come sometime in 
the next six months or so 

Stuck with the Surplus 

Most of the industry refuses to recognize that it is in any 
such bind The builders regard their problems as short term 
and blame most of their woes on the troubles of the economy 
A couple of good quarters and compan es will look again 
for space says Robert Tishman And of course there is 
an element of truth in the argument The recession has hurt 
the market for office space partly because it has slowed the 
growth of white collar employment and even more so be 
cause it has made corporations less disposed to make com 
m tments for new costs 

The developers concede that some buildings in offbeat 
local ons— eg Broadway on ihe West Side Second Avenue 
on the East Side— may be slow to rent but they insist things 
vv II look up soon They like to point out that the industry 
successfully weathered a slump in 1962 when space was 
n surplus and renting lagged for a year If the economy 
turns around says Richard Seeler executive vice president 
of Cross St Broun real estate broker we will have a brisk 
leasing market Every year can t be a 1969 That s just im 
possible 

But the fundamental problem that the industry faces or 
rather refuses to face is a huge oversupply and not just sub 


norma! demand And the oversupply problem is of far greater 
dimension than it was a decade ago two to four times as 
great as then 

In its early stages the current building spree made sense 
As Fortune explained in the 1969 article a serious shortage 
of office space had developed in New York between 1966 
and 1968 after new construction declined sharply just when 
white collar employment began to boom At the end of 1968 
Manhattan had a total of 165 million square feet of office 
space and needed between 12 and 17 million additional square 
feet simply to catch up with pent up demand An additional 
II m llion square feet was needed in 1969 Fortunes com 
putation allowed for a 4 percent increase during the year in 
white collar employment and the new offices needed to 
maintain a steady long run uptrend in average space per 
employee and to replace demolished buildings 

Builders brought in 16 147 000 square feet of office space 
in 1969 reducing the backlog by 5 million to a deferred 
demand for between 7 and 12 million square feet In 1970 
on account of construction delays only 8 045 000 square 
feet of office space came on the market But new demand 
fell to less than 6 million square feet as white-collar em 
ployment increased only a little over 1 percent during the 
year The backlog of demand was cut further by 2 million 
feet or so 

So builders are going into 1971 with a backlog cushion 
of between 5 and 10 million square feet New demand this 
year may be less than last year s 6 milium square feet and 
will almost certainly be no more than 10 million square feet 
Putting together this new demand and the old unfulfilled 
need the requirement is for something between II and 20 
million square feet of space in 1971 But the builders are 
bringing in 27 498 000 square feet — i e from 7 500 000 to 
16,500 000 square feet more than is needed 

Up Coes the Vacancy Rate 

It is perfectly plain then why builders are having trouble 
finding takers There is no net demand for such additional 
space developers are wooing tenants in older buildings in 
order to fill the new space But these tenants in turn are leav 
mg behind quantities of vacant space in other buildings 
According to a computerized study made by Cross & Brown 
more than 6 million square feet of office space is available 
for sublet in Manhattan And on top of that there i $ more 
than 11 million square feet available in new 1970 71 build 
ings The surplus whoever turns out to hold it could send 
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one banker puts it; they don't like the idea of having their 
loans called. Neither do the banks in many instances, espe- 
cially when the loan is backed by a standby commitment 
that has been made by the bank itself. 

The banks, of course, have other options depending on 
individual circumstances. One thing they can always do is 
extend the construction loan, and postpone the problem, 
hoping that it will disappear. "There have been very few 
tests for the last ten years," says one investment banker. 
"But when something happens in the banking fraternity, it is 
cumulative. Once somebody blows the whistle and calls a 
construction loan, the real trouble will start." 

Many of the banks remain optimistic about the long-term 
outlook. "We have our fingers crossed in a couple of cases, 
like everyone else," says Robert E. Spencer, vice president 
for mortgages at Chemical Bank, "but we are counting on 
these builders to do what they have been doing for a number 
of years— rent the buildings successfully." 

With the financial institutions reinstating the old controls 
over production— first get the tenants, then you get the money 
—the building boom is drawing to an end. Mortgage broker 
Jack Sonnenblick says that builders probably cannot even 
get floor loans today without signed leases in hand. Only a 
very few developers are finding it possible to go ahead with 
new projects. For example, in partnership with Arlen-Gramco, 
the Tishmans have begun excavation at 1166 Avenue of the 
Americas for a 1,430,000-square-foot building on land that 
cost some $35 million. Other developers are having to sur- 
render options on their land or sell it in order to avoid heavy 
carrying expenses. For without the Tishman's name and 
track record, not many will be able to swing the financing 
arrangements for new buildings. 

The drastic curtailment of new construction will at least 
give the developers a breather in which to work their way 
out of the surplus. The optimists among them— and most of 
these entrepreneurs must be optimists to be in the business 
that built New York— hope to be at it again before very long. 

"A Helluva Town" 

Even the optimists, however, pale at the possibility that 
"normal" demand will not reappear in the future because of 
the flight of business from New York. "What bothers me is 
whether the city environment will support the office space 
we have and are bringing in," says Warren Lindquist, former 
executive vice president of the Downtown Lower Manhattan 
Association. Says one old-time developer: "The thing that 


is really disturbing is that the percentage of people talking 
about going is higher than ever before." 

There is scarcely a company of consequence whose name 
has not been mentioned in the past few months as a can- 
didate for greener pastures. Leonard Yaseen, chairman of 
Fantus, a firm specializing in locational counseling, estimates 
that upwards of seventy-five corporations, large and small, 
are thinking of moving out. The loss could be less, of course, 
or it could be more— but the prospect is bleak. 

A recent study of Karen Gerard, economic consultant on 
urban affairs for Chase, suggests that New York has already 
begun to slip as a headquarters town. In 1969 seven of the 
131 Manhattan-based corporations that were among the 
Fortune 500 moved out and only one moved in. Last year 
twelve corporations among the 500 either departed or sig- 
naled their intention to do so— including five of the top fifteen; 
only one new arrival is clearly in sight. By contrast, over the 
previous decade arrivals about equaled departures. 

But more than headquarters space is at stake. Whole divi- 
sions of corporations are departing too. And there are rumors 
that several banks and insurance companies plan to move 
out parts of their work. There is fear that a real Manhattan 
exodus will diminish the city's growth in its rich business- 
service lines— lawyers, accountants, consultants. 

The New York celebrated in song as "a helluva town" 
has become just plain hell to the disenchanted. The city is 
dirty, disorderly, noisy, and generally out of hand, and good 
help is hard to find for almost any job slot. "You can't get 
good clerical people," says an insurance executive. "You 
can get bodies, but for proper help you have to go where they 
have gone, to the suburbs." 

Killing the Goose 

A great number of companies complain about the increas- 
ing difficulty of recruiting middle management for New York 
jobs and of persuading executives located elsewhere in the 
company to transfer there. "If you can't get management," 
says one, "you're lost." Continental Oil, for example, reports 
that even a 20 percent cost-of-living differential has not been 
enough to persuade a number of its people to move to the 
big city. Manhattan rents are too high, and commuting is a 
nightmare. "The New Haven Railroad is responsible for 
moving more companies out of town than any other single 
thing," declares one real-estate man. At a time when empha- 
sis on quality of life is greater than ever, New York no longer 
seems worth the trouble to a lot of people. "The situation 
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the builders situation for financing costs (including some 
amortizat on) have been accounting for about 60 percent of 
the total cost of operat ng a property A drop of 1 percent 
in mortgage reates would reduce total operating costs by 
4 1/2 percent This would produce either extra cash flow for 
the builder or some leeway for cutting rents 
Even more important a reduction in interest rates yvould 
in most cases mean that net cash flow would be capitalized 
at a more favorable rate thus yielding a higher valuation 
on the building That developer who was facing a $2 500 000 
loss at a capitalizat on rate of 10 percent would be almost 
home free at 9 percent At an 8 percent rate he would have a 
potential resale profit on his building of about $5 million 
Long term interest rates have in fact been dropping, offer 
mg a possible lifeline to the developers Interest rates on 
new h gh grade corporate bonds have been dropping sharply 
and are down 2 percent from the high of last June Most 
financial observers expect them to go lower some by as much 
as another percentage point Mortgage money rates lag behind 
the corporate bond market but have come down to about 
9 percent from their peak of 10 3/4 or 11 petcent If bond 
rates stay where they have been recently mortgages will 
go to 8 1/2 and they could possibly (not necessarily) go 
lower if bond rates continue to fall 

The Importance of Cuessing Right 
The developer always plays with variables juggling them 
endlessly to arrive at the best possible conclusion Right 
now he is confronting two moving variables a favorable 
decline in interest rates and an unfavorable decline in the 
rental market He knows that he can baTely afford to rent 
for $9 per square foot at year end mortgage (and capitaliza 
tion) rates but he could get by at a rental a bit under $3 if 
mortgage rates go all the way down to 7 1/2 percent (That 
would not give him a reward for his risk or enterprise for 
which he likes to get $1 per square foot more ) 

So the questions the developer is asking himself these 
days are especially agonizing Will mortgage rates keep going 
down during the year? Or will they stop declining at the 
end of the first quarter as some experts expect? Should I 
cut ter t now figuring on lower interest rates later? Or should 
I hold off cutting rents until I see where mortgage rates and 
the rental market come out? And so on An error in judgment 
has long term consequences for major leases in Manhattan 
generally run for about fifteen years and mortgage agree 
ments usually cannot be renegotiated for eight to ten years 
Sol Atlas is a walking example of how even a successful 


builder can guess wrong About three and a half years ago 
Atlas turned down a 6 percent mortgage at 1 New York Plaza 
because he thought he could do better by waiting We never 
anticipated that interest rates would nse the way they did 
Like some other builders he once turned down good tenants 
too in the belief that rents would go higher The cream is 
off his profit 

The Coming Scramble for Mortgages 

The banks instead of calling all those construction loans 
will probably be urging the builders to clean them Up 
which means rent the buildings make permanent mortgage 
deals and pay off the loans Thus the developers are living, 
if not with a hard and fast cutoff date at least with a sense of 
deadline How any given developer reacts will depend on his 
individual situation his own financial resources when the 
space is coming in and how much of it is rented Even when 
he can afford it a developer will not want to carry empty 
floors for very long A $55 million building would probably 
cost about $550 000 a month to carry empty And besides 
there is nothing a builder dreads so much as the aura of 
failure that surrounds a lot of vacant space Every building 
acquires a personality of its own— successful and teeming 
with tenants or unsuccessful and a dog to rent 

There will be a lot of competition for the supply of com 
mercia) mortgage money available and the scramble will 
be fierce The most favored will be those whose buildings 
are already well rented Next at the trough will be developers 
who obtained floor loans from insurance companies but need 
a lot more tenants to qualify for full mortgages Other de 
velopers in order to get mortgage money will have to fill 
up their long term rent rolls at their own short term expense 
by taking over new tenants old leases (as the Mmskoffs did) 
Some will be forced to take still another road to mortgage 
money through surrender of equity Harry Helmsley and 
Lawrence Wien veteran operators recently let Metropolitan 
and Equitable Life take a half interest in 1 Penn Plaza where 
only 40 percent of the office space is rented 

In theory a bank can call the construction loan and the 
builder can walk away if the terms of his standby commit 
ment are so onerous that he can t live with them He would 
lose his equity of course but m order to get the loan he only 
promised to complete the structure He is usually not per 
sonally responsible for paying off the construction Joan that 
is the obligation of a separate corporation set up for the par 
ticular property But in practice the situation is considerably 
more complicated The developers live on their names as 


MONEY SUPPLY IN THE CONDUCT 
OF MONETARY POLICY 



* * * 

Role of Money Supply 

For many years economists have debated the role of the 
money supply in the performance of economic systems. One 
school of thought, often termed "monetarist," claims that 
changes in the money supply influence very importantly, 
perhaps even decisively, the pace of economic activity and 
the level of prices. Monetarists contend that the monetary 
authorities should pay principal attention to the money sup- 
ply, rather than to other financial variables such as interest 
rates, in the conduct of monetary policy. They also contend 
that fiscal policy has only a small independent impact on 
the economy. 

Another school of thought places less emphasis on the 
money supply and assigns more importance to the expendi- 
ture and tax policies of the Federal Government as factors 
influencing real economic activity and the level of prices. 
This school emphasizes the need for monetary policy to be 
concerned with interest rates and with conditions in the 
money and capital markets. Some economic activities, par- 
ticularly residential building and State and local government 
construction, depend heavily on borrowed funds, and are 
therefore influenced greatly by changes in the cost and avail- 
ability of credit. In other categories of spending— such as 
business investment in fixed capital and inventories, and 


A letter sent on November 6, 1973, by Arthur F. Burns, chairman 
of the board of governors of the Federal Reserve System, to Senator 
William Proxmire, vice-chairman of the Joint Economic Committee 
of Congress, and subsequently printed in the Federal Reserve Bulletin 
November 1973. The letter was in response to a request from Senator 
Proxmire for comment on certain criticisms of monetary policy. 
It is reprinted here with the permission of Arthur F. Burns. 
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consumer purchases of durable goods— credit conditions play 
a less decisive role, but they are nonetheless important. 

Monetarists recognize that monetary policy affects private 
spending in part through its impact on interest rates and 
other credit terms. But they believe that primary attention 
to the growth of the money supply will result in a more 
appropriate monetary policy than would attention to condi- 
tions in the credit markets. 

Needless to say, monetary policy is-and has long been- 
a controversial subject. Even the monetarists do not speak 
with one voice on monetary policy. Some influential mone- 
tarists believe that monetary policy should aim strictly at 
maintaining a constant rate of growth of the money supply. 
However, what that constant should be, or how broadly the 
money supply should be defined, are matters on which mone- 
tarists still differ. And there are also monetarists who would 
allow some-but infrequent-changes in the rate of growth 
of the money supply, in accordance with changing economic 
conditions. 

It seems self-evident that adherence to a rigid growth-rate 
rule, or even one that is changed infrequently, would prac- 
tically prevent monetary policy from playing an active role 
in economic stabilization. Monetarists recognize this. They 
believe that most economic disturbances tend to be self- 
correcting, and they therefore argue that a constant or nearly 
constant rate of growth of the money supply would result 
in reasonably satisfactory economic performance. 

But neither historical evidence nor the thrust of explora- 
tions in business-cycle theory over a long century gives sup- 
port to the notion that our economy is inherently stable. On 
the contrary, experience has demonstrated repeatedly that 
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1$ really bad says Charles Urstadt State Housing Com 
mtssioner Without our backbone which is offices what is 
going to happen to the city 7 

Practically all the developers blame Mayor John Lindsay 
for the decline of New York He doesn t seem as acutely 
aware of what s really going on as he should be complains 
one developer We know the heads of many important 
companies are talking of leaving because of filth and crime 
m the city and we see no effort to curtail them Business 
leaders have tried to talk to the ma^or one disgruntled builder 
says but its just very discouraging where you dont get 
when you talk to this man Lindsay 

The Lindsay administration has set up an Economic De 
velopment Administration but its director Kenneth Patton 
sa>s I m ternbly concerned and somewhat discouraged by 
the attitudes values and posture of business leadership 
Patton believes that surplus office space will help New York 
keep business because corporations will have more flexibility 
in meeting their space requirements He is reconciled to 
pruning efforts that send parts of companies out of New 
York But the loss of headquarters offices does disturb him 

Lately the developers themselves have begun to be con 
cemed and one member of the real estate fraternity thinks 
it s about time They just haven t cared he sa>s Mo«t of 


them are greedy beyond anybody s conception The builders 
are selling New York but they haven t added to it PatkAve 
nue is a canyon Sixth Avenue is almost there and now Fifth 
They are part of the reason people don t want to be here 
We are losing the people who can make the contribution. 

The developers have helped form the Association for a 
Better New York consisting of over two hundred leaders of 
the business community to work with government authorities 
in trying to turn the city around If nothing else real-estate 
developers and brokers working through the association will 
now be mobilized as an early warning system to spot com 
pames that are thinking of leaving New York while there is 
still time to try to dissuade them 

Manhattan after all still has a lot going for it But it will 
take a concerted effort by all the forces that have become in 
volved in Manhattan s office building binge to make a better 
New York That includes not just the developers but the 
great financial institutions the major corporations the city 
government the Port Authority and the state As for the 
chances of success only time will tell and only one thing is 
sure the stakes are bigger than the buddings ixd 

A sequel to this article appeared in the February 1975 issue of 
Fortune 
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will tend to decline and the easing of credit markets should 
help to moderate the undesired weakness in demand Simi- 
larly, if the demand for goods and services threatens to out- 
run productive capacity, a rather stable rate of monetary 
growth will provide a restraining influence on the supply of 
credit and thus tend to restrain excessive spending 

However, it would be unwise for monetary policy to aim 
at all times at a constant or nearly constant rate of growth 
of money balances The money growth rate that can contrib- 
ute most to national objectives will vary with economic 
conditions For example, if the aggregate demand for goods 
and services is unusually weak, or if the demand for liquidity 
is unusually strong, a rate of increase in the money supply 
well above the desirable long-term trend may be needed for 
a time Again, when the economy is experiencing severe 
cost-push inflation, a monetary growth rate that is relatively 
high by a historical yardstick may have to be tolerated for a 
time If money growth were severely constrained in order to 
combat the element of inflation resulting from such a cause, 
it might well have seriously adverse effects on production 
and employment In short, the growth rate of the money sup- 
ply that is appropriate at any given time cannot be determined 
simply by extiapolating past trend or by some preconceived 
arithmetical standard 

Moreover, for purposes of conducting monetary policy, it 
is never safe to rely on just one concept of money— even if 
that concept happens to be fashionable A variety of plausible 
concepts merit careful attention because a number of financial 
assets serve as a convenient, safe, and liquid store of purchas- 
ing power 

The Federal Reserve publishes data corresponding to three 
definitions of money and takes all of them into account in 
determining policy The three measures are (a) the narrowly 
defined money stock (Mj), which encompasses currency 
and demand deposits held by the nonbank public (b) a more 
broadly defined money stock (M 2 ), which also includes time 
and savings deposits at commercial banks (other than large 
negotiable time certificates of deposits), (c) a still broader 
definition (Mj), which includes savings deposits at mutual 
savings banks and savings and loan associations A definition 
embracing other liquid assets could also be justified— for 
example, one that would include large-denomination nego- 
tiable time CD's, U S savings bonds and Treasury bills, 
commercial paper, and other short-term money market in- 
struments 

There are many assets closely related to cash, and the pub- 
lic can switch readily among these assets However money 


may be defined, the task of determining the amount of money 
needed to maintain high employment and reasonable stability 
of the general price level is complicated by shifting prefer- 
ences of the public for cash and other financial assets 

Variability of Money Supply Growth 

In the short run, the rate of change in the observed money 
supply is quite erratic and cannot be trusted as an indicator 
of the course of monetary policy This would be so even if 
there were no errors of measurement 

The record of hearings held by the Joint Economic Com- 
mittee on June 27, 1973, includes a memorandum that 1 sub- 
mitted on problems encountered in controlling the money 
supply As indicated there, week-to-week month-to-month, 
and even quarter-to-quarter fluctuations in the rate of change 
of money balances are frequently influenced by international 
flows of funds, changes m the level of U 5 Government de- 
posits, and sudden changes in the public's attitude toward 
liquidity Some of these variations appear to be essentially 
random— a product of the enormous ebb and flow of funds 
in our modern economy 

Because the demands of the public for money are subject 
to rather wide short-term variations, efforts by the Federal 
Reserve to maintain a constant growth rate of the money 
supply could lead to sharp short-run swings in interest rates 
and could risk damage to financial markets and the economy 
Uncertainties about financing cost could reduce the fluidity of 
markets and could increase the costs of financing to borrow- 
ers In addition, wide and erratic movements of interest rates 
and financial conditions could have undesirable effects on 
business and consumer spending These adverse effects may 
not be of major dimensions, but it is better to avoid them 

In any event, for a variety of reasons explained in the 
memorandum for the Joint Economic Committee, to which I 
have previously referred, the Federal Reserve does not have 
precise control over the money supply To give one example, 
a significant part of the money supply consists of deposits 
lodged in nonmember banks that are not subject to the re- 
serve requirements set by the Federal Reserve As a result, 
there is some slippage in monetary control Furthermore, 
since deposits at nonmember banks have been reported for 
only 2 to 4 days in a year, in contrast to daily statistics for 
member banks, the data on the money supply— which we 
regularly present on a weekly, monthly, and quarterly basis 
—are estimates rather than precise measurements When the 
infrequent reports from nonmember banks become avail- 
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blind reliance on the self correcting properties of our eco- 
nomic system can lead to serious trouble Discretionary eco 
nomtc policy while it has at times led to mistakes has more 
often proved reasonably successful The disappearance of 
business depressions which m earlier times spelled mass 
unemployment for workers and mass bankruptcies for busi- 
nessmen is largely attributable to the stabilization policies 
of the last 30 years 

The fact is that the internal workings of a market economy 
tend of themselves to generate business fluctuations and 
most modern economists recognize this For example im 
proved prospects for profits often spur unsustainable bursts 
of investment spending The flow of personal income m an 
age of affluence allows ample latitude for changes in dis 
cretionary expenditures and in savings rates During a bust 
ness cycle expansion various imbalances tend to develop 
within the economy— between aggregate inventories and 
sales or between aggregate business investment m fixed 
capital and consumer outlays or between average unit costs 
of production and prices Such imbalances give rise to cyclical 
movements m the economy Flexible fiscal and monetary 
policies therefore are often needed to cope with undesirable 
economic developments and this need is not diminished 
by the fact that our available tools of economic stabilization 
leave something to be dented 

There is general agreement among economists that as 
a rule the effects of stabilization policies occur gradually 
over time and that economic forecasts are an essential tool 
of policymaking However no economist— or school of eco 
nomics-has a monopoly on accurate forecasting At times 
forecasts based largely on the money supply have turned 
out to be satisfactory At other times such forecasts have 
been quite poor mainly because of unanticipated changes 
in the intensity with which the existing money stock is used 
by business firms and consumers 

Changes in the rate of turnover of money have historically 
pLi>ed a large role in economic fluctuations and they con- 
tinue to do so For example the narrowly defined money 
stock that is demand deposits plus currency m public cucu- 
htion— grew by 5 7 per cent between the fourth quarter of 
1969 and the fourth quarter of 1970 But the turnover of 
m mey declined during the year and the dollar value of gross 
national product rose only 4 S per cent In the following year, 
the growth rate of the money supply increased to 6 9 per cent 
but the turnover of money picked up briskly and the dollar 
value of C NP accelerated to 9 3 per cent The movement out 
of recession in 1970 into recovery m 1971 was thus closely 


related to the greater intensity m the use of money Occur- 
rences such as this are very common because the willingness 
to use the existing stock of money, expressed in its rate of 
turnover, is a highly dynamic force in economic life 

For this as well as other reasons, the Fcderat Reserve uses 
a blend of forecasting techniques The behavior of the money 
supply and other financial variables is accorded careful atten- 
tion So also are the results of the most recent surveys on 
plant and equipment spending, consumer attitudes, and in 
ventory plans Recent trends in key producing and spending 
sectors are analyzed The opinions of businessmen and out- 
side economic analysts are canvassed, in part through the 
nationwide contacts of Federal Reserve Banks And an assess- 
ment is made of the probable course of fiscal policy and also 
of labor-market and agricultural policies, and their effects on 
the economy 

Evidence from all these sources is weighed Efforts are also 
made to assess economic developments through the use of 
large-scale econometric models An eclectic approach is thus 
taken by the Federal Reserve, in recognition of the fact that 
the state of economic knowledge does not justify reliance on 
any single forecasting technique As economic research has 
cumulated, it has become increasingly dear that money does 
indeed matter But other financial variables also matter 

In recent years the Federal Reserve has placed somewhat 
more emphasis on achieving desired growth rates of the mone- 
tary aggregites, including the narrowly defined money sup- 
ply in its conduct of monetary policy But we have continued 
to give careful attention to other financial indicators, among 
them the level of interest rates on mortgages and other loans 
and the liquidity position of financial institutions and the 
general public This is necessary because the economic impU 
cations of any given monetary growth rate depend on the 
state of liquidity the attitudes of businessmen, investors, 
and consumers toward liquidity, the cost and availability of 
borrowed funds and other factors Also as the Nation's cen- 
tral bank the Federal Reserve can never lose sight of its role 
as a lender of last resort, so that financial crises and panics 
will be averted 

[ recognize that one advantage of maintaining a relatively 
stable growth rate of the money supply is that a partial offset 
is thereby provided to unexpected and undesired shifts in the 
aggregate demand for goods and services There is always 
some uncertainty as to the emerging strength of aggregate 
demand If money growth is maintained at a rather stable rate 
and aggregate demand turns out to be weaker than is con- 
sistent with the Nation's economic objectives, interest rates 
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the growth of money balances over a quarter can be measured 
from the amount outstanding in the last month of the preced- 
ing quarter to the last month of the current quarter or from 
the average amount outstanding during the preceding quarter 
to the average in the current quarter The first measure cap- 
tures the latest tendencies in the money supply, but may be 
distorted by random changes that have no lasting significance 
The second measure tends to average out temporary fluctua- 
tions and is comparable to the data provided on a wide range 
of nonmonetary economic variables, such as GNP and related 
measures 

X * * 

Experience of 1972-73 

During 1972, it was the responsibility of the Federal Reserve 
to encourage a rate of economic expansion adequate to reduce 
unemployment to acceptable levels At the same time, despite 
the dampening effects of the wage-price control program, 
inflationary pressures were gathering Monetary policy, 
therefore, had to balance the twin objectives of containing 
inflationary pressures and encouraging economic growth 
These objectives were to some extent conflicting, and mone- 
tary policy alone could not be expected to cope with both 
problems Continuation of an effective wage-price program 
and a firmer policy of fiscal restraint were urgently needed 

The narrowly defined money stock increased 7 4 per cent 
during 1972— measured from the fourth quarter of 1971 to 
the fourth quarter of 1972 Between the third quarter of 1972 
and the third quarter of 1973, the growth rate was 6 1 per cent 
By the first half of 1973, the annual growth rate had declined 
to 5 8 per cent, and a further slowing occurred m the third 
quarter 

Evaluation of the appropriateness of these growth rates 
would require full analysis of the economic and financial 
objectives, conditions, and policies during the past 2 years, 
if not longer Such an analysis cannot be undertaken here 
Some perspective on monetary developments during 1972-73 
may be gained, however, from comparisons with the experi- 
ence of other industrial countries, and by recalling briefly 
how domestic economic conditions evolved during this period 

Table 1 compares the growth of M l in the United States 
with that of other industrial countries in 1972 and the first 
half of 1973 The definitions of M, differ somewhat from 
country to country, but are as nearly comparable as statistical 
sources permit It goes without saying that each country faced 
its own set of economic conditions and problems Yet it is 
useful to note that monetary growth in the United States was 


Table 1 GROWTH IN MONEY SUPPLY 
Percentage change at annual rates 


Country 

1971 Q4 
to 1972 Q4 

1972 Q 1 
to 1973 Q2 

United States 

74 

58 

United Kingdom 

14 1 

10 0 

Germany 

14 3 

42 

France 

15 4 

8 7 

Japan 

23 1 

28 2 


Table 2 shows, in summary fashion, the rates of change 
in the money supply of the United States, in its total produc- 
tion, and in the consumer price level during 1972 and 1973 
The table is based on the latest data It may be noted in pass- 
ing that, according to data available as late as January 1973 
the rate of growth of iVl, during 1972 was 7 2 per cent, not 
7 4 per cent, and that the rate of increase in real GNP was 
7 7 per cent, not 7 0 per cent In other words, on the basis 
of the data available dunng 1972 the rate of growth of 
was below the rate of growth of the physical volume of over- 
all production 

Table 2 indicates that growth in M x during 1972 and 1973 
approximately matched the growth of real output, but was far 
below the expansion in the dollar value of the Nation's out- 


Table 2 MONEY SUPPLY, GNP, AND PRICES IN THE 
UNITED 5TATES 


Percentage change at annual rates 


Item 

1971 Q4 to 
1972 Q4 

1972 Q4 to- 

1973 Q2 

1973 Q3 

Money supply (M t ) 

74 

5 8 

5 6 

Gross national product 




Current dollars 

10 6 

12 1 

11 7 

Constant dollars 

70 

54 

48 

Prices 




Consumer price 




index (CPI) 

34 

71 

78 

CPI excluding food 

30 

40 

41 




able they often necessitate considerable rewsions of the 
money supply figures In the past 2 > ears the revisions were 
upward and this may happen again this year 
* * * 

In our judgment there is little reason for concern about the 
short run variations that occur in the rate of change in the 
money stock Such variations have minimal effects on the 
real economy For one thing the outstanding supply of money 
is \ery large It is also quite stable even when the short run 
rate of change is unstable This October the average outstarvd 
ing supply of Mj seasonally adjusted was about $264 billion 
On this base a monthly rise or fall in the money stock of 
even $2 Vi billion would amount to only a 1 per cent change 
But when such a temporary change is expressed as an annual 
rate as is now commonly done it comes out as about 12 per 
cent and attracts attention far beyond its real significance 


The Federal Reserve research staff has investigated care 
fully the economic implications of variability in the growth 
of M, The experience t>f the past two decades suggests that 
even an abnormally large or abnormally small rate of growth 
of the money stock over a period of up to 6 months or so has 
a negligible influence on the course of the economy— provided 
it is subsequently offset Such short run variations in the rate 
of change in the money supply may not at all reflect Federal 
Reserve policy and they do not justify the attention they 
often receive from financial analysts 
The thrust of monetary policy and its probable effects on 
economic activity can only be determined by observing the 
course of the money supply and of other monetary aggregates 
over periods lasting 6 months or so Even then care must be 
taken to measure the growth of money balances in ways that 
temper the influence of short term variations For example 
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Fortunately, there is now widespread recognition by Members 
of the Congress of the need to reform budgetary procedures 
along these broad lines. 

It also is high time for fiscal policy to become a more ver- 
satile tool of economic stabilization. Particularly appropriate 
would be fiscal instruments that could be adapted quickly 
under special legislative rules, to changing economic condi- 
tions— such as a variable tax credit for business investment 
in fixed capital. Once again I would urge the Congress to 
give serious consideration to this urgently needed reform. 

We must strive also for better understanding of the effects 


of economic stabilization policies on economic activity and 
prices. Our knowledge in this area is greater now than it 
was 5 or 10 years ago, thanks to extensive research under- 
taken by economists in academic institutions, at the Federal 
Reserve, and elsewhere. The keen interest of the Joint Eco- 
nomic Committee in improving economic stabilization poli- 
cies has, I believe, been an influence of great importance 
in stimulating this widespread research effort. 

I look forward to the continued cooperation with the Com- 
mittee in an effort to achieve the kind of economic perform- 
ance our citizens expect and deserve. 
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Appendix Fir* 


pul Although monetary policy limited the availability of 
money relative to the growth of transactions demands it still 
encouraged a substantial expansion in economic activity 
real output rose by about 7 per cent in 1972 Even so unem 
ployment remained unsatisfactorily high throughout the 
greater part of the year It was not until November that the 
unemployment rate dropped below 5% per cent For the 
year as a whole the unemployment rate averaged 5 6 per cent 
It may be of interest to recall that unemployment averaged 
5 5 per cent in 1954 and 1960 which are commonly regarded 
as recession years 

Since the expansion of M, in 1972 was low relative to the 
demands for money and credit it was accompanied by rising 
short term interest rates Long term interest rates showed 
little net change last year as credit demands were satisfied 
mainly m the short term markets 

In 1973 the growth of M moderated while the transactions 
demands for cash and the turnover of money accelerated 
GNP in current dollars rose at a 1Z per cent annual rate as 
prices rose more rapidly In credit markets short term in 
terest rates rose sharply further while long term interest 
rates also moved up though by substantially less than short 
term rates 

The extraordinary upsurge of the price level this year 
reflects a variety of special influences First there has been 
a worldwide economic boom superimposed on the boom in 
the United States Second we have encountered critical short 
ages of basic materials The expansion in industrial capacity 
needed to produce these materials had not been put in place 
earlier because of the abnormally low level of profits between 
1966 and 1971 and also because of numerous impediments 
to new investment on ecological grounds Third farm product 
prices escalated sharply as a result of crop failures in many 
countries last year Fourth fuel prices spurted upward re 
fleeting the developing shortages in the energy Field And 
fifth the depreciation of the dollar in foreign exchange mar 
kets has served to boost prices of imported goods and to 
add to the demands pressing on our productive resources 

In view of these powerful special factors and the cyclical 
expansion of our economy a sharp advance m our price level 
would have been practically inevitable in 1973 The upsurge 
of the price level this year hardly represents either the basic 
trend of prices or the response of prices to previous monetary 
or fiscal policies— whatever their shortcomings may have 
been In particular as Table 2 shows the explosion of food 
prices that occurred this year is in large part responsible for 
the accelerated rise in the overall consumer price level 


The severe rate of inflation that vve have experienced in 
1973 cannot responsibly be attributed to monetary manage 
ment or to public policies more generally In retrospect it 
may well be that monetary policy should have been a little 
less expansive in 1972 But a markedly more restrictive policy 
would have led to a still sharper rise in interest rates and 
risked a premature ending of the business expansion without 
limiting to any significant degree this year's upsurge of the 
price level 

Concluding Observations 

The present inflation is the most senous economic problem 
facing our country and it poses great difficulties for economic 
stabilization policies We must recognize I believe that it 
will take some time for the forces of inflation which now 
engulf our economy and others around the world to bum 
themselves out In today s environment controls on wages 
and prices cannot be expected to yield the benefits they did 
in 1971 and 1972 when economic conditions were much 
different Primary reliance in dealing with inflation— both 
in the near future and over the longer term-will have to be 
placed on fiscal and monetary policies 

The prospects for regaining price stability would be en 
hanced by improvements in our monetary and fiscal instru 
ments The conduct of monetary policy could be improved 
if steps were taken to increase the precision with which the 
money supply can be controlled by the Federal Reserve Part 
of the present control problem stems from statistical made 
quacies— chiefly the paucity of data on deposits at nonmember 
banks Also however control over the money supply and 
other monetary aggregates is less precise than it can or should 
be because nonmember banks are not subject to the same 
reserve requirements as are member banks 

1 hope that the Congress will support efforts to rectify 
these deficiencies For its part the Federal Reserve is even 
now carrying on discussions with the Federal Deposit In 
surance Corporation about the need for better statistics on the 
Nation s money supply The Board of Governors also expects 
shortly to recommend to the Congress legislation that will 
put demand deposits at commercial banks on a uniform 
basis from the standpoint of reserve requirements 

Improvements in our fiscal policies are also needed It is 
important for the Congress to put an end to fragmented con 
si deration of expenditures to place a firm ceiling on total 
Federal expenditures and to relate these expenditures to 
prospective revenues and the Nations economic needs 



YEAR 

IS 

>73 

1974 

1975 

QUARTER 

3rd 

4th 

1st 

2nd 

3rd 

4th 

1st 

2nd 

3rd 

MONTH 

Jy Ag Se 


Ja Fe Mr 

Ap My Je 

Jy Ag Se 


Ja Fe Mr 

Ap My Je 

Jy Ag Se 

19 Consumer price index 

132 7 

1351 

135 5 

, 136 6 

137 6 

138-5 

■ 

144 0 

145 5 

146 9 

H| 

H 


158 6 

159 3 

1606 

1623 

162 3 

lo3 6 

20 Wholesale price index 

134 3 

1421 

139 7 

1387 

139 2 

141 8 

El 

152 7 

155 0 

155 7 



mi 

1721 

1733 

1737 

175 7 

176 7 

177 7 

21 Money stock. M,, seasonally adjusted 

266 4 

266 3 

265.5 

266 6 

269 4 

271.5 

270 9 

2731 

275 2 i 

276 6 

277 6 

2800 


I1M 


235 8 

23S5 

293 0 

2935 

294 2 

294 6 

22 Money stock: M^,, seasonally adjusted 

5521 1 

555 1 

556 8 | 

5619 

567 2 

572 2 

575 5 

580 8 
5855 1 

589 4 

5915 

506 7 


607 6 

6116 

ol35 

El 

628 9 

635 9 

646 1 

6505 

653 7 

656 3 

23 Federal funds rate, average of daily rates 

10 40 

1030 i 
10 78 i 

10 01 

1003 

9 95 

9 65 

3 97 

9 55 

1051 

22 31 

11 93 


10 06 

9 45 

853 

H 

5 49 

522 

555 

j 6 10 

6 14 

624 

24 Prime rate (4-6 months), average of daily rates 

9 18 

10 21 

10 23 

8 9 2 

8 94 

9 08 

8 66 

7 82 

8 42 

9 79 

1062 

10 96 ( 

1172 

1165 

1123 

9 3o 

8 81 

8 93 

730 

6 33 

6 06 

6 15 

5 82 

5 79 

641 

6 70 

685 

25 Noninstitutional population 


143,361 

148,565 

148,782 

149,001 

149,208 

149,436 

149556 

149,857 

150,066 

150,283 

150507 

150,710 

150,922 

151,135 

1513o7 

151593 

151512 

152,020 

152,230 

152,445 

152 646 

E 

153585 

153524 

154,052 

26 Civilian labor force, s a 

85,902 

83,816 

89,223 

89,568 

89,852 

90,048 

90,465 

90551 

90,381 

90324 

90,753 

90 857 

91,283 
91,199 
91,705 ' 

91,844 

91,708 

91,803 

92,091 

9I5U 

91.829 

92,262 

92,940 

92540 

92,9 lo 

93,14b 

93,191 

27 Civilian employment, s a 

84,679 

84,582 

84,983 

85,452 

85,577 

85,646 

85,800 

85,861 

85,779 

85,787 

80, 062 

86,038 

86,403 

86,274 

86,402 

86,304 

8 5,689 
85,202 

84562 

84,027 

83,649 

84,086 

84,402 

84,444 

85,078 

35552 

85,418 

23 Unemployment, s a. 

4,223 

4,234 

4,240 

4,116 

4,275 

4,402 

4565 

4,690 

4502 

4537 

4591 

4,769 

4,880 

4,925 

5,303 

5540 

6,019 

6,601 

7529 

7,484 

7,980 

8,176 

8553 

7596 

7,838 

7,794 

7,773 

57 1 

29 Employment rate (27 — 25) 56 9 

571 

57 3 

57.4 

57 3 

57 3 

57 3 

57 2 

571 

57 2 

57 1 

57 3 

57 1 

571 

569 

5o 4 

56 0 



554 

55 5 

55 4 

48 

30 Unemployment rate (28 -r 26) 4.3 

48 

4b 

48 

49 


50 

52 

52 

53 

54 

58 

0 0 

66 

72 

82 

82 

87 

89 

92 

3 0 

84 

3.4 

S3 


Sources Bureau of Economic Analysis, Bureau of Labor Statistics, Board of Governors, Federal Resene S>stem 

Note. Data for recent quarters and months are subject to minor revisions as more accurate information becomes available 
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De Gaulle, Charles, oS7 
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demand, 9-32, 35-55 
definition, 14 
determinants of, 45-47 
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dual banking system, 505, 512, 527 
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definition, 144 
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elasticity, 35, 47 See income elasticity of 

demand, price elasticity of demand; supply 
elasticity 
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government as umpire, 335-86 
government budget, 720-21 See balanced 
budget, fiscal policy, national debt 
government, geiue conception" of, 335, 707 - a , 
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marginal revenue for, 225-26 
prices and costs, 92-95 See supply 
prices as rationing devices, 57-83, 158-59, 
756-57, passim 
prime rate, 533, 535-36 
product differentiation, 275-76 
productive resources, pricing of, 315—45 
profit, 279-313 

consequence of restricted competition as 
definition, 294, 337-41 
consequence of uncertainty as 
definition, 285-87 
difficulty of defining, 279, 297 
functions of, 291-93, 297, 3C6— 9, 387—92 
income from property as definition, 

306, 322-23 

interest as distinct from, 281, 286, 295-96 


legal definitions, 280 
"paper," 304 

total revenue minus total cost as 
definition, 280 

"unearned" income as definition, 306 
profit on sales See "margin on sales" versus 
"return on investment " 
profit-sharing, 290 

propensity to consume See consumption 
function 

property rights, 118, 135, 347-78, 

385-36, 451 
definition, 352 

protective tariffs and import quotas, 659-60, 

665- 69, 770 

public interest and private interests, 397, 

666- 67, 70 a , 759, 771-74 
public utilities, 3S6-94 
pump priming, 600 

quality changes in price indices, 485-86 
quantity demanded versus demand, 46—47, 

70, 319-20 

quantity theory of money, 611-22, 732-33 
queuing See congestion, rationing by 

Radford, R A , 78, 494, 785 
rate of interest, 285-86, 299, 305, 391, 533-37, 
540-41, 563, 565-67, 572, 602, 610-11, 
619-21, 711-12, 718-20, 729, 732 
nominal versus real, 299, 305, 533-36, 732 
rationality and economic theory, 

382-83, 774-76 

rationing systems 57-83, 39°— J05, 756-58 
Rauschenberg Robert, 2^2 
real cost See opportunity cost 
real versus nominal changes See nommal 
versus real 

Rebozo, Charles (Bebe), 383 
recession and depression, distinction between, 
4o 7 See aggregate fluctuations 
recession versus inflation, 739—41 
recession with inflation, 741-62 
recessionary gap, 740—42 
relative prices and inflation, 44 
rent controls, 68—69, 655-56, 770 
rent, economic, 92-94, 2 96-97, 336-42 
definition, 336 

resale price maintenance laws, 242r-43, 272-73 
restraint of trade, 267-68 
retailers as information suppliers, 173, 185 
return on investment, 204-6, 387-92 
risk, purchase and sale of, 177-81, 284-93, 
295-96, 298, 300-309, 534, 546, 548 
Robertson, D H , 215 
Robinson, Joan, 713—14 
Robinson-Patman Act, 268, 272-73 
Roosevelt, Franklin D, 591-92 
Roth, Gabnel, 402 


Samueison, Paul, 597 
saving, 5o2-63, 566-07, 575—76, 583 
saving-investment relationship, 561— 76, 586-91, 
620, 657 



